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Each IAS training program is “tailored to fit” 
the needs of the individual. This is accomplished through the IAS 
elective plan embracing 240 comprehensive study assignments, 
covering a wide range of accounting and management subjects. 


The IAS electives currently available 
(with the number of comprehensive 
study assignments indicated) are: 


Basic Auditing (10) 

Public Auditing (20) 
Internal Auditing (20) 

Basic Cost Accounting (10) 
Advanced Cost Accounting (20) 
Corporation Accounting (10) 
Corporation Finance (10) 
Business Statistics (10) 
Management Control (20) 
Economics (10) 

Office Management (20) 
Accounting Law (10) 
Federal Income Tax (10) 
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e After general accounting principles have bees 
mastered (40 assignments), each IAS Diplom 
Course student selects the 50 elective assignments 
which will be of greatest immediate benefit, 


e Later, under the famed. IAS Life Scholarship 
Privilege granted without charge to graduates of 
the 90-assignment IAS Diploma Course, the add 
tional 150 elective assignments are made available, 
one elective at a time. 


e With such a broad curriculum at his command, 
the IAS student can progress directly to his short 
term training or job objective, and can then broadea 
his knowledge of accounting and management 
through study of additional ad 
vanced electives, as the need arises 
in his business career. 


The school’s 24-page Catalogue A 
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Address your card or letter to the 
Secretary, IAS... 
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HAWANAN PUNCH and HAWAHAN GOLDEN PUNCH—the two pri- 
mary nationally distributed products of Pacific Hawaiian Products Co. 








REUBEN P. HUGHES, A NATIONAL DATA RECORDING SYSTEM was 
PRESIDENT of Pacific chosen by this successful company to achieve 
Hawaiian Products Co. maximum efficiency in its accounting 


“Our @alional System with Tape Recorders 
saves us 46,800 a year... 


returns 127% annually on our investment!” 


—Pacific Hawaiian Products Company, Fullerton, Calif. 






“Conversion to Nationals with tape recorders eliminated the necessity of 
enlarging our accounting department to meet our rapidly expanding oper- 
ctions,"" writes Reuben P. Hughes, President of Pacific Hawaiian Products 
Compony. *“We consolidated our accounting into a unified procedure thot 
could be handied by our present stoff. 

“Our System consists of 4 National Accounting Machines and 4 tape 





recorders. So flexible, it processes all our accounting ... with more 

detailed and up-to-date records. We now speed the flow of data to cut 

hours off work schedules . . . eliminating Call National to estimate 

costly overtime. the sovings automatic data 
Any company faced with the account- recording con offer you. 

ing problem of handling rapidly expand- 

ing soles should investigate our type of K Z C2LL + TRADEMARK REG. U.8. PAT. OFF. 

Data Recording System. It saves us > is Ps $ 

$46,800 a yeor. . . returns 127% annvu- President of Pacific Walional*™ 

ally on our investmenti"* Hawaiian Products Company 


- WERSATILE DATA PROCESSING — 

THE NATIONAL CASH REGISTER COMPANY, bayton9, ohic ADDING MACHINES + CASH REGISTERS 
1039 OFFICES IN 121 COUNTRIES 

76 YEARS OF HELPING BUSINESS SAVE MONEY ACCOUNTING MACHINES « HCR PAPER 
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PROTECTION 


Today most people naturally as- 
sume their checks are safe and 
free from the possibilities of 
fraudulent alteration. And, to a 
large degree, this confidence is 
justified since the majority of 
America’s leading banks use 
La Monte Safety Paper for their 
checks in order to give their cus- 
tomers the maximum in protec- 
tion. 


Ask your lithographer to show you 
samples... or we will gladly send 
them direct. 


GEORGE LA MONTE & SON 


NUTLEY 10, NEW JERSEY 
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THE PRESIDENT’S PAGE 


NE of the most important factors that bears directly on our profes- 

sional progress is the concept of choice. Actually our degree of choice 
may be much greater than we believe it to be. In one way, choice is charac- 
terized by the degree of our independence of thought and opinion, and the 
objectiveness of our programs. And in another way choice itself may be a 
matter of degree; it may be wide or narrow, creative or critical, deep or 
shallow. 


The narrowed choices of the limited man too often result from his apa- 
thy, his nescience, his prejudice, and at times by circumstances beyond his 
control. The internal auditor of wide capacity, on the other hand, has a 
greater area of choice, which stems from his energies, learning skill, and 
imagination. Naturally, talent and ability varies between men, but few are 
the talents that cannot be developed. But we cannot plan our own develop- 
ment solely by reference to others; we can, however, challenge our own 
scale of values; and we can assess our own capabilities by reflection and 
self-analysis, and determine how best to bring our talents to full maturity. 


This wider choice is made effective by greater knowledge; and greater 
knowledge reduces the extent to which we are the victims of circumstance, 
whatever the cause. It behooves us then, to develop our knowledge in all 
areas of our work, and improve our professional abilities. A look at some 
of the newer concepts should convince even the skeptical internal auditor 
that, to keep in step with business, he must move ahead with a driving urge 
for greater attainment. This, too, is the implication of this year’s theme, 
“Help Yourself to Progress.” 

There is more to progress, and the self-improvement that is implied, 
than the will or wish to do so. A man can become so busy with his day-to- 
day tasks that he may not get around to those things he would like to do. 


When the means lie within easy reach to develop his endowed talents, un- 
fortunate is he who fails to make the effort. 


W. R. Gitcurist 
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STATISTICAL SAMPLING 

Principles of statistical sampling, a special branch of mathematics, have 
proven practical applications in auditing. Mathematical theory provides the 
auditor with the desired level of assurance and risk for an objective audit 
test. For the auditor without the advantage of comprehensive courses in 
the complex formulae of statistical methods, simplified tables, such as those 
reproduced in this article, are available. “Principles of Statistical Sampling 
as Applied in Internal Auditing” is adapted from a manual prepared by 
Mr. Bauer for the use of the Internal Audit Department of Union Electric 
Company. 


F. G. Bauer is Manager of the Internal Audit Department of Union 
Electric Company and a member of the General Executive Staff. He is a 
graduate of St. Louis University and has been associated with its faculty 
for more than ten years. Mr. Bauer is a past governor of the St. Louis 
Chapter of Tue INstituTE oF INTERNAL AvupiTors and is a member of the 
Internal Auditing Committee of the Edison Electric Institute, currently 
serving as Chairman of the Statistical Sampling project for the Committee. 


PREVENTIVE AUDITING 


Internal Auditing is concerned with many phases of business activity, 
including disclosure of fraudulent practices. One of its chief aims, however, 
should be prevention of such practices. “Preventive Auditing” is concerned 
with just such a goal, Although this article concentrates on the petroleum 
industry and gives specific practices related to that industry, many of the 
concepts and practices can be applied equally well in other industries. 


H. F. Anderson has been General Auditor of Richfield Oil Corporation 
since 1938. He attended the University of California, where he majored in 
accounting for two years. He then entered the Army in World War I and 
after his discharge completed his accounting courses at a business college. 
Mr. Anderson is a past president of the Los Angeles Chapter of Tx 
INSTITUTE OF INTERNAL AvupiTors and has served as seminar leader at 
two International Conferences. He is also a member of the Petroleum 
Accountants Society of Los Angeles. 
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OPERATIONAL AUDITING 


Auditors have become increasingly interested in the subject of opera- 
tional auditing and in the relationship between financial and operational 
auditing. This article discusses necessary background and qualifications for 
the auditor entering this field, the approach to this type of audit, and steps 
to be taken in the audit itself. Attention is then given to the benefits of 
operational audits and to some specific cases of audit findings, 


Bradford Cadmus is Managing Director of Tue Institute or In- 
TERNAL Avupitors. Before coming to THe INstiTUTE he had been assistant 
comptroller in charge of procedures and internal auditing at Standard 
Brands Incorporated. Mr. Cadmus was co-editor with Victor Z. Brink of 
Internal Auditing in Industry and co-author with A. J. E. Child of Internal 
Control Against Fraud and Waste. 


ESTABLISHING A DEPARTMENT 


Internal auditing is an integral part of management control—a part 
whose concepts and functions have been undergoing a steady change over 
the past few years. “Establishing an Internal Audit Function” relates one 
man’s experiences in setting up internal auditing departments twice in 
twelve years. In the first instance internal auditing was purely and simply 
internal check—an adjunct of the accounting function, The second case, 
however, was vastly different—internal auditing as an instrument of 
management control and appraisal. Mr. Palmer details the steps involved in 
setting up the second system, the problems encountered and the results 
achieved. 


R. E. Palmer is Manager, Audit and Efficiency Group, Electric and 
Musical Industries Limited. Prior to joining this company in 1958 he was 
Chief Internal Auditor of Monsanto Chemicals Ltd. and had been Senior 
Executive Officer of the Ministry of Supply. Mr. Palmer is a Fellow of the 
Association of Certified and Corporate Accountants and a Vice President 
of the London Chapter of Tue INstITUTE or INTERNAL AUDITORS. 


DEVELOPING FUNCTIONAL AUDITS 


The preceding article dealt with establishing an internal audit function 
in terms of devising the plan and program, staffing the department, and 
teaching all concerned the purpose of internal audit. “Development and 
Implementation of Functional Audits” also deals with the setting up of an 
internal audit department, but then goes through all the steps involved in 
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performing the first functional audit in the author’s company, from the 
first decision on what function to audit through to the final report. 


Dudley Taylor is Manager of Pension Administration of H. J. Heinz 
Company Limited, with which he has been associated since 1934, with time 
out in the Royal Air Force from 1940 to 1946. Mr. Taylor organized the 
Internal Audit Department, then for several years was Personal Assistant 
to the Managing Director and Secretary of the Company’s Operating Com- 
mittee. He is a member of the Board of Governors of London Chapter of 


Tue INSTITUTE OF INTERNAL AvupbiTors and Chairman of its Research 
Committee. 

















PRINCIPLES OF STATISTICAL SAMP- 
LING AS APPLIED IN INTERNAL 
AUDITING* 


By F. G. BAUER 


Manager, Internal Audit Department, Union Electric Company 





HE purpose of this article is to provide the basic and fundamental 

principles of statistical sampling that may be applied to internal audit- 
ing. Statistical sampling is not a panacea to end test-check problems. Like 
any other audit tool, it may be used only to supplement the internal audi- 
tor’s common sense, judgment, analytical ability, and imagination, Its appli- 
cation, particularly in the initial stages, challenges his ingenuity. 


The words “test” and “sample” imply the same function—examining a 
segment of a larger mass of data with expectations that the characteristics 
of the segment will be representative of the whole. Practically every audit 
activity involves testing or sampling as the basis of achieving the audit ob- 
jective. “Review and appraise” is the epitome of the audit function, 


The audit test is not the sole basis for evaluation and appraisal. The 
results of a test are combined with the products of other examinations, 
reviews, and observations, Although the degree of reliance on an audit test 
varies with the nature of the audit area, in many audits it is an important 
element. It is axiomatic that the validity of an appraisal based upon a test 
is in direct proportion to the solidity of the audit test itself. 


“STATISTICAL” SAMPLING VS. “JUDGMENT” SAMPLING 


Judgment sampling, by its nature, is subjective. The auditor’s decision 
as to how much to sample and how to take the sample is based on his own 
knowledge, experience, personal opinion of others and, although unknow- 
ingly, prejudice. The decision is a personal one, and will vary with indi- 
viduals. Surveys conducted by various groups of auditors disclosed that 
requests to colleagues for their opinion as to how much should be tested, 
if any, in hypothetical audit cases produced a wide range of suggested 
sample sizes. 


Visualize an auditor choosing the sample size by hand selecting seg- 


ments of the whole for review based only on his judgment. Then, it develops 


*This article was adapted from a manual prepared by Mr. Bauer for use in the 
Internal Audit Department of the Union Electric Company, St. Louis, Mo 
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that his appraisals and evaluations of the function are erroneous, that 
serious deviations in record keeping and reporting are actually present in 
the unsampled portion of the records. What are the auditor’s defenses? 
Absolutely none. Are the selected transactions representative? Obviously 
not. This auditor had no way of establishing the degree of assurance in 
concrete mathematical terms of accuracy and risk involved. His strict 
judgment sampling precluded measurement of the vagaries present in his 
audit test. 


The trend from judgment to statistical or scientific sampling is not a 
condemnation of the former method. Rather it is recognition that an im- 
proved tool is available to the auditor. 


Statistical sampling, as a specialized branch of mathematics, introduces 
an objective approach in testing. Statistical sampling has been used success- 
fully in other fields for years—in science, industry and business. To obtain 
the quality improvements and economies promised in scientific sampling, 
the sample must be truly representative—that is, it must be drawn on a 
“probability” basis. The extent to which a sample is representative depends 
upon 1) the population, field, or universe from which it is drawn, 2) the 
number of cases (sample size), and 3) the manner in which the cases are 
chosen (sampling methods and techniques). 


DEFINING THE POPULATION 


The population or field from which the sample is chosen must be care- 
fully defined. Normally our audits are scheduled on an annual or biennial 
basis, Should the sample be drawn from all transactions during the one or 
two year period, or from transactions in a limited period, say a week or 
month ? 


If the sample is selected from activity in one week or month, certainly 
the opinion as to the condition of the records and related controls can 
cover only the limited period. This restricts the evaluation. The element of 
“surprise” in the audit may be destroyed, particularly in those areas where 
circumstances require an examination about the same time each year. If 
an opinion is to be rendered concerning transactions in a one year period, 
then the sample should have the opportunity of including any transactions 
in that year. 


Where practical, tests should cover activity since the last audit, or at 
least a major part of the period. In our Accounts Payable audit, it was the 
practice to select the current month’s vouchers for review. In our 1958 
audit, the sample was selected from vouchers issued in a twelve-month 
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period. The additional time to select the more representative sample was 
relatively minor. Random Number Tables were used to identify the units 
in the sample. 


\ “good” population may be classified as one where the units possess 
similar characteristics. To achieve maximum homogeneity, it may be desir- 
able to stratify the population. Separating the whole into smaller groups 
with relatively the same attributes increases sampling efficiencies. Dollar 
value may be the basis of the stratification or some other important attri- 
bute. For example, in an Accounts Payable audit large payments to vendors 
may constitute a separate stratum of the population for test and review. 
Large volume purchases of a specific item may be isolated for special review. 


DETERMINING SAMPLE SIZES 
Statistical Sampling provides various sampling plans that may be 
used to determine the size of the sample. Three popular ones are: 
Discovery (or Exploratory) Sampling Plan 
Acceptance (or Sequential Analysis) Sampling Plan 
Estimation (or Survey) Sampling Plan 


Discovery sampling, as the title implies, provides an objective method 
of measuring the risk incurred in finding at least one error in a population. 
It defines the probability of finding one error and once found (or if none 
is found) has served its purpose. Discovery sampling is nof intended to 
provide a basis of evaluating the error content in the entire population. It 
provides the calculated risk involved in finding one error (or none) in a 
population, 


Acceptance sampling is used widely to verify that the quality of bulk 
materials conforms with terms of purchase. This method was developed by 
the government to determine the acceptability of products involving billions 
of dollars. Briefly, a random sample of units in the shipment is inspected 
Acceptance or rejection of the entire lot depends upon the number of de 
fective units in the sample. The laws of probability provide objective 
measurement of the risk in accepting a bad lot or rejecting a good lot 


Estimation sampling permits generalization of a large population based 
upon a review of a segment of the whole. Within specified limits and risk, 
the frequency of occurrence of some event (errors, evidence of internal 
control deviations, etc.) may be determined. Since “Estimation” sampling 
has relatively more proven applications in internal auditing than other 
sampling plans, the remainder of this discussion is based on Estimation 
sampling. 
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What is the appropriate sample size in terms of accuracy and risk for 

a specific audit? No mathematical formula alone can furnish the answer. 

Statistical sampling is an audit tool and, like any other tool, effective use 

is a matter of judgment. Statistical methods are flexible. The accuracy 

and risk acceptable to the auditor would depend upon many factors, in- 
cluding : 

Objective of audit. 

Other tests, reviews and observations to be made as part of audit. To 
what extent will the sample be the basis of audit conclusions ? 

Past experience in the audit area, previous findings, personnel per- 
formance, etc. 

Extent of internal control systems in the audit area, with particular em- 
phasis where the function does not permit the use of conventional 
controls. 

Importance of function in over-all business objective (net profit). 

Degree of risk in terms of possible waste, irregularities, etc. 


Only reasonable judgment can establish the level of error and risk to be 
tolerated from a sample size. 


Tables I and II are based upon the Estimation theory of sampling. 
An explanation of the components of the Tables may be helpful. 


Finite Populations. To use these tables, the auditor must have a 
reasonable knowledge of the number of items in the field, population, or 
universe from which the sample will be selected. 


For Random Samples Only. The importance of this requirement is 


“ 


covered under the subject of “Sampling Methods and Techniques” on 


page 14. 


To Be Used Only Where Expected Error Does Not Exceed 5%. In 
determining sample sizes, it is necessary to reasonably estimate the maxi- 
mum number of errors or evidence of deviations from procedures and con- 
trol systems existing in the population. The tables attached assume a maxi- 
mum 5% error content in the population. (Similar tables can be developed 
from the formula for other maximum error rates.) The higher the antici- 
pated error rate the larger will be the sample required to compensate for 
the added risk in numbers. 


Sample Size For Reliability of Plus or Minus 1%, etc. Reliability is 
the degree of accuracy or precision in the assumption that the number of 
errors found in a sample applies, proportionately, to the unsampled portion 
of the population as well. In other words, the error rate indicated in the 
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sample would not vary more than plus or minus % (ranging from 1 to 5% 
in the tables) from the true rate of error. 


Confidence Level. This factor measures the risk inherent in a sample. 
What are the chances that, due to the vagaries of sampling, the generaliza- 
tions arrived at from the sample are not representative of the population? 
If we selected an accuracy factor (reliability) of plus or minus 2%, what 
are the chances that, if the truth were known about the population, the 
accuracy level of the generalization would be far in excess of plus or minus 


2% ? Statistical sampling provides a measurement of the risk. 


The 95% Confidence Level in Table I means that 95 times out of a 
hundred, there is a likelihood that the accuracy (reliability) of the sample 
as selected will prevail in the test results. In other words, if 2% plus or 
minus reliability was the desired level of accuracy of the generalizations, 
there are only 5 chances out of a hundred that the estimation based upon 
the sample may exceed the plus or minus 2% accuracy level. Tables can be 
constructed from the basic formula for higher or lower Confidence Levels. 
Table II, based on a 99% Confidence Level, illustrates that the higher the 
Confidence Level, the larger the sample size. 


* * * 


In strict “Judgment” sampling, the sample size generaliy was expressed 
in a % of the population, A 5% or 10% rule-of-thumb, irrespective of 
population size, often determined the sample size. That this subjective 
method led to the possibility of oversampling in large populations, and 
undersampling with smaller populations, is evident from the attached tables. 
From Table I, sample sizes for reliability of plus or minus 2% are shown 
as follows: 


Number of Ratio of 
items Sample Sample to 
in field size Population 
1,000 313 31.3% 
50,000 452 9% 
100,000 454 5% 


Obviously, the sample size is not a constant percentage of the field. 


The procedure for determining sample sizes in Estimation sampling is 
summarized as follows: 
1. Select a level of per cent of error frequency beyond that likely to 


occur in the population. 


2. Decide on sampling reliability desired. 
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3. Select a confidence level (risk). 
4. Determine the size of the population (field). 
5. Turn to Tables I—II. 


A. Select the appropriate table for the confidence level in (3) above. 
B. Find the line for the population (field) size. 
C. Find the column for the desired sampling reliability, 


D. At the intersection of column and row, sample size is given. 


SAMPLING METHODS AND TECHNIQUES 


A valid sample hinges on how the items are selected from the field. The 
attached sampling tables include these words of warning: FOR RANDOM 
SAMPLES ONLY. The importance of carefully following this require- 
ment cannot be overemphasized. 


A random sample means that each unit in the population has an equal 
chance of being selected for review. Any personal selection of units by the 
auditor injects the possibility that the sample may not be representative of 
the whole. Human bias and prejudice in sample selection must be eliminated. 
The laws of probability on which statistical sampling is based make random- 
ness in sample selection mandatory. Techniques to fit every sampling condi- 
tion have been developed and are readily available to the auditor. 


RANDOM NUMBER TABLES 


The optimum in randomness could be achieved by assigning a number 
to each item in the field. Like a raffle, corresponding numbers would be 
placed in a container, well shaken, and each number drawn (singly) would 
identify the item in the field for the sample. The same results can be achieved 
by using Random Number Tables. Exhibit A is a page from the Table of 
105,000 Random Decimal Digits published by the Interstate Commerce 
Commission. The numbers in the table were selected in about the same 
manner as in the “raffle” illustration above. 


In those audit areas where the data to be reviewed are numbered, 
Random Number Tables may be used. For example, in our 1958 audits of 
Accounts Payable and Stockholders’ Records, voucher numbers and divi 
dend check numbers were used to identify the sample units from the popu- 
lation using Random Number Tables. 


The columns in the Random Number Table (see Exhibit A) are 
arranged in rows of five digits for convenience only. Columns (1) through 
(14) could be merged if a seventy digit number were required. Any combi- 
nation of continuous numbers (first to last) may be used. 
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As an example, assume the population to be tested contains 6,955 cases 
and is identified by like numbers. We select a four digit number to include 
numbers 1 through 9,999. However, all numbers in excess of 6,955 (popu- 
lation aggregate) are disregarded. Assuming that Line 71, Col. (1) was 
the starting point (also selected at random), and the last four digits used, 
numbers 1227, 0001, and 5,390 (Lines 71 through 73) would be used to 
identify three cases in the sample. The next number (7504) does not apply 
and is ignored. Continue until the appropriate sample size is developed. 


SYSTEMATIC SAMPLING 


The opportunity to obtain randomness through the use of Random 
Number Tables is limited. In many audit areas, the data to be reviewed are 
not numbered, or the additional required time to identify the sample may 
be prohibitive. Systematic random sampling (a form of random sampling) 
provides a simple and less time consuming method that gives each unit in 
the population the same relative chance of selection—so important in ob 
taining a representative sample. 


Systematic random sampling is the process of taking every nth unit in 
the field to produce the required sample size. If, in a population of, say, 
5,000, the auditor desires a sample size of 500, every 10th item in the popu 
lation would be selected. Simply stated, population divided by sample size 
equals nth item to be selected. One important rule must be followed: THE 
STARTING POINT MUST BE SELECTED AT RANDOM. Statisti- 
cal sampling requires that every item in the population has an equal chance 
of being chosen. 


To realize the promised benefits in scientific sampling, randomness must 
permeate the entire sampling process. A random starting point may be 
determined in a variety of ways: 

The page number in a book opened at random supplies an unbiased 

starting point. 

Drawing one of, say, 10 numbered slips from a box. 

A Random Number Table may be used to select a random starting 

point. 

The position of the second or minute hand on a watch, 


There is no end to the methods of establishing random starting points in 
systematic random sampling. 


The danger in systematic random sampling is that the material may be 
arranged in such a manner that every nth record covers the same character- 
istic. For example, if every hundredth payroll record was reserved for the 
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same job classification, systematic sampling may accidentally establish a 
pattern that would select each record for the identical job classification or, 
perhaps, none at all. To avoid this possibility of bias, it may be necessary 
to vary the selection pattern by periodically changing the starting point. 
A review of the units selected should indicate whether bias is present due 
to the arrangement of the material. 


A word as to the mechanics of selecting every nth unit in the population : 
if the field is relatively small, selection may be made by actual count. If the 
field is large, counting may be laborious and time consuming. The “‘measure- 
ment” system may be used. In our 1958 audit of accounts receivable, out 
standing accounts for confirmation were selected from each day’s billings 
for a one month period. The IBM card bills were filed in trays. The auditor 
measured the thickness of all the bills scheduled for mailing, and divided 
the total length by the required sample size to arrive at the spacing factor. 
A draftsman’s compass was used to fix the spacing factor, and the required 
sample was obtained easily and quickly. 


EVALUATING SAMPLE RESULTS IN AUDIT 


The results of the sample must be carefully evaluated. Each error must 
be traced to a satisfactory conclusion. The causes of the errors or indicated 
deviations must be determined. The frequency and magnitude of errors may 
be an indicator of inadequate controls and procedures, poor work perform- 
ance, noncompliance with established procedures, irregularities, etc. Proper 
and conclusive evaluation of errors is critical and essential. 


The error content in the whole mass of data (population) may be deter- 
mined by factoring the error content in the sample. In some audit areas, 
known characteristics about the entire population may be available to the 
auditor for comparison. This permits a simple method of evaluating sample 
results, Statistical sampling also provides methods of appraising the sam- 
pling reliability for relative frequencies. 


REPORT REQUIREMENTS IN AUDIT TESTS 


Exhibit B is a form of “Report of Statistical Samples Made in Audit” 
which we use. The first five requirements should be completed prior to 
making the test. 


The purpose of the report is to center necessary attention on the testing 
phase, provide a standard form of reporting results for evaluation and cor- 
relation, and obtain the opinion of the auditor as to adequacy of sample 
size and technique in terms of objectivity. Suggestions for modification in 
sample size and techniques should be considered in succeeding audits. 
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John Wiley & Sons, Inc., New York, 1956 pp. 183-185. 
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Ill., 1956, pp. 375-379. 
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Exhibit B 
UNION ELECTRIC COMPANY 
INTERNAL AUDIT DEPARTMENT 


REPORT OF STATISTICAL SAMPLES MADE IN AUDIT 


(Complete first five requirements PRJOR to making test—NOT after test is made.) 


1. General audit subject 

2. Specific phase of audit where statistical sample was taken 

3. Objective of sample 

4. Size of entire body of material from which sample is taken 

5. Size of statistical sample 

6. Number and nature of errors and deviations (classify) 

7. Method of sampling used (random number tables, systematic random, etc.). Basis 
of selection? 

8. Comments on sample (Is sample sufficiently reliable to draw proper conclusions? 
Should sample be expanded or contracted? Sampling technique?) 

Date 


(Signature of Auditor Taking Sample) 



































PREVENTIVE AUDITING 


By H. F. ANDERSON 


Richfield Oil Corporation 


ANAGEMENT expects the internal auditing department to disclose 
existing fraudulent practices, embezzlements of cash, major theft of 
products, collusion, etc., in addition to measuring and evaluating the effec- 
tiveness of its established internal controls. However, it dislikes repeated 
disclosures of this nature if they could have been prevented. It expects, 
and rightfully so, that the internal auditing department should establish 
sound preventive measures, as near foolproof as possible, which will reduce 
such irregularities to a minimum. 


In the petroleum industry, management has instituted some controls 
and installed safeguards upon the recommendations made by the internal 
auditing departments, only to find out later that the controls and safeguards 
so recommended and established were inadequate. On the west coast, during 
the past several years, four cases have been brought to light—not through 
auditing efforts—of gasoline thefts from major oil companies running into 
hundreds of thousands and, in one case, over a million gallons which might 
have been prevented had the safeguards, which were recommended and 
established, been thoroughly investigated and analyzed at the time. Because 
of the presumably sound safeguards that were in effect, the culprits felt 
more secure in their manipulations, and the fact that the thefts had gone on 
for years before being discovered certainly confirms this. 


Considerable losses have also been sustained from theft of stores mater- 
ials, tools, tires, batteries, and automotive accessories, also, from theft of 
surplus materials and tools at a drilling well location because the preventive 
measures were not adequate, 


Because the petroleum industry, i.c., those engaged in marketing opera- 
tions, relies upon many of its personnel, such as agents, salesmen, truck 
drivers and service station operators to make collections from accounts, it 
is subject to misappropriations of cash by these people which can only be 
kept to a minimum by establishing strong preventive measures. 


For whatever benefits others may derive, I am enumerating below 
preventive measures which have proved to be effective: 
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GASOLINE AND OTHER LIQUID PRODUCTS 


In an oil company that has good stock controls, it is the practice at all 
major facilities to have meters installed at the loading racks and pipelines. 
Additionally, the meter tickets are automatically numbered by the meter, 
which provides a means to insure that all loadings at the racks and all ship- 
ments through the pipelines are accounted for. The meters are sealed with 
numbered seals for which a continuous record is maintained, and periodic 
checks are made to verify that the seal numbers in use agree with the 
records. Likewise all outlets within and without the facility are sealed to 
prevent unrecorded withdrawal of products through these outlets. 


On the surface this appears to be an effective safeguard and control 
against theft and unbilled shipments. Experience has proved that it is not, as 
these were the safeguards employed by the oil companies where large 
quantities of gasoline had been stolen. The ordinary seal used permitted 
sufficient play to allow the meterhead to be unfastened and raised without 
breaking the seal and the liquid to flow through without registering on the 
meter. 


To correct this condition, it is necessary to drill holes through each stud 
around the meterhead, and run a metal ribbon through each of the holes, 
making certain that the metal ribbon is taut. A numbered seal is then 
affixed to the ribbon so it cannot be removed and it is placed at a point 
where it is constantly visible, thus enabling anyone to see whether it has 
been broken. Likewise, at the various outlets within and without the 
facility the seals should be so affixed that there is no appreciable slack. 


Since meters are prone to become faulty from time to time, a sufficient 
number of spare meters should be on hand to replace those that become 
faulty, thus avoiding any great quantity of the products being loaded with- 
out meter registration. A faulty meter is readily detected by comparing, 
each time a truck is loaded, the metered quantity to the stated capacity of 
the truck tank. 


At major locations, such as refineries and terminals, it is quite frequently 
necessary to pump back into storage products that have been loaded into 
truck tanks for reasons such as the wrong product loaded, truck tank 
found to be leaking, or product found to be dirty. Since such pumpbacks 
require downward adjustments to the cumulative meter readings in order 
to reconcile quantities loaded per meter reading to quantities billed, it 
affords an opportunity to get away with a load of the product involved by 
falsely reporting a pumpback. To prevent this, a traffic representative or 
someone else not associated with loading operations should witness each 
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pumpback into storage and sign the document prepared in connection 
therewith. 


At the bulk plant level, in the accountability of its bulk liquid products, 
it is the practice of most oil companies, at time of audit, to make an arbi- 
trary allowance of 14 of 1 per cent of the throughput for evaporation and 
handling losses. Where bulk plants are operated by commission agents, 
only the shortages in excess of the % of 1 per cent are charged to them. 
Climatic conditions vary from one location to another, and from day to 
day at a particular location, so that no definite policy for evaporation and 
handling loss can be established for each location, This is the reason for the 
standard % of 1 per cent allowance which is considered fair under most 
conditions. However, it is not unusual for agents to have shortages con- 
siderably under this allowance, which creates a temptation on their part 
to dispose of the “Gain.” This is usually done by the following methods : 


a. By not reporting the gasoline used in their automotive equipment. 

b. By disposing of it to service stations owned and controlled by them 

c. Where they do not own a service station, by selling it to other 
service station accounts but not reporting the sales. 


In the latter case, most oil companies supply their agents with so called 
“Copy” delivery tickets to be used where the customer requires an addition- 
al copy. These are principally farm and governmental accounts. The farmers 
require an extra copy, as they have to surrender the original invoice to the 
State when claiming refund of motor vehicle fuel taxes paid. Government 
agencies require a delivery ticket left with them for subsequent matching 
with the formal invoice rendered by the oil company. Obviously these 
“Copy” tickets become a means by which an agent can bill the service 
station dealers without reporting the sale. Although the word “Copy” is 
printed in large letters across the face of the ticket, it is surprising how 
many dealers will accept them as an official invoice. 


To keep to a minimum the losses sustained under the media outlined 
above, the following preventive measures have been established in my 
company : 


1. Under (a) above, the agents are required to prepare and submit a 
monthly report on their automotive equipment operations. This 
report requires the showing of the opening and closing speedometer 
readings for each piece of equipment, the number of gallons put into 
the fuel tank of each and the average number of miles travelled per 
gallon of gasoline. The original of this report is attached to the de- 

livery ticket prepared at the end of the month by the agent for the 
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gasoline delivered to his equipment. At each audit, the auditor takes 
the speedometer readings of the equipment and has the agent pre- 
pare an interim report, as of the date of the audit, and bill himself 
for the gasoline delivered to the equipment since his prior monthly 
report. Having the auditors take the speedometer readings enables 
them to determine the accuracy of the speedometer readings reported 
by the agent in the monthly report prior to the audit. 


iS) 


Under (b) above, periodic cumulative readings are taken of the 
service station pump meters. The gallons sold per the pump meter 
readings are then verified to the gallons purchased during the period, 
with allowance made for inventory fluctuation. Because we do not 
have control over the operations of these service stations, the check 
is made principally to discourage the agent from making unreported 
deliveries to them. 


3. Under (c) above, the auditors make periodic examination of the 
delivery tickets on file at these stations to determine whether any 
“Copy” or irregular tickets are included therein. At the outset this 
check disclosed instances where agents had invoiced dealers by using 
“Copy” tickets and pocketed the proceeds. In one case this amounted 
to approximately $5,000. After the first time around, this practice 
has practically been eliminated. 


STORES MATERIAL, TOOLS AND AUTO ACCESSORIES 


It is generally recognized that a certain amount of petty theft is ex- 
pected from storehouse stocks, and to set up elaborate controls to prevent 
them would cost considerably more than the value of the thefts. However, 
for certain items, such as tires, batteries, auto accessories and costly shop 
tools of the home shop variety, preventive measures can be established that 
will minimize theft of these items. 


Such items should be stored in an enclosed area of the storehouse and 
kept under lock and key. Access to these stocks should be limited to as few 
people as possible. Periodic inventories, between regular inventories taken 
by the auditing department, should be made by the storekeeper and checked 
to the perpetual inventory records to determine whether shortages exist. 
If the inventory of tires is too great for housing in the enclosed area, they 
should be racked and an iron chain run through and around all of the tires 
in the rack. The chain should be locked and the key made available to 
only a limited number of people. 
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SURPLUS MATERIALS AND DRILL TOOLS AT DRILLING WELL LOCATIONS 


As a rule a certain amount of surplus material and expensive company 
owned drilling tools are on hand upon completion of the drilling of a well. 
Since a majority of the wells are drilled by contractors, there is always the 
hazard of such materials and tools being carried away by the contractor or 
his personnel, intentionally or otherwise. To prevent this, an inventory 
should be taken upon completion of drilling, if a dry hole, or upon comple- 
tion of the installation of the production equipment, if a producing well. 
The inventory should include all equipment installed, as well as the surplus 
materials and tools on hand, and it should be reconciled to the materials 
and tools delivered to the site to determine whether any shortages exist. 
If there are shortages, they should be investigated immediately and, if not 
accounted for, they should be promptly reported to the district production 
superintendent, It is recommended that the inventory clerk be someone 
under the supervision of the district production superintendent because of 
the timing which is necessary; also, because it is beyond the manpower 
capacity of the internal auditing department. 


COLLECTIONS BY AGENTS, SALESMEN, TRUCK DRIVERS AND SERVICE STA- 
TION OPERATORS 


The nature of the petroleum industry’s marketing department accounts 
is such that a large percentage of the sales are on a cash basis, and a good 
portion of those on a credit basis remit to truck drivers and agents. Service 
station operators’ collections are limited to credit card customers who make 
it a practice to pay their bills to them. The remittances received by the 
service station operators are usually turned in to either the truck drivers 
who deliver products to their station, the commission agent serving them 
or the sales people who call upon them. The number of people making such 
collections and the large volume of remittances involved makes the industry 
vulnerable to manipulation and embezzlement of the funds collected. 


To prevent an excessive number of manipulations or embezzlements, we 
have found the following measures to be effective: 


a. Collection receipt books are supplied to the people who make collec- 

tions, and a record is maintained of the books so issued. The collec- 
tion receipts are pre-numbered and all receipts must be accounted 
for. The procedure provides that one copy of the receipt is to remain 
in the book. The original of the receipt is given to the customer, and 
the duplicate copy is turned in to the company with the remittance. 
As a rule, the remittances are turned in to the branch, agency or 
district office that issued the collection receipt books. When com- 
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pleted, the books are turned in to the office from which they were 
issued. The control of collections made by the truck drivers is 
through the media of the collection receipts and their daily cash 
turn-in reports, which must balance to the cash sales and collections 
made. The only loophole is collections that may have been made for 
which collection receipts were not issued. 

When salesmen turn in their collections, the party receiving them 
acknowledges receipt thereof on the copy which is retained in the 
salesman’s collection receipt book. Here again the loophole exists on 
collections made for which collection receipts were not issued. 

Where collections are made and receipts not given, we usually 
disclose these through credit department collection efforts or through 
our circularization of accounts receivable, which is more fully 
covered under (c) below. 


When audits are conducted at the agencies, branches and district 
offices, the duplicate copies of the collection receipts, which become 
a support to the bank deposits, are traced by the auditor to the copies 
remaining in the book to determine whether there were any collec- 
tions made that had not been deposited and credited to the customer’s 
account, 

The auditor also makes a reasonable test examination of the 
bank deposit tickets and the collection reports prepared in connection 
therewith to determine whether there is any evidence of manipula- 
tion, This is done by tracing checks listed on the deposit ticket to 
the collection report to determine whether the customer’s account 
has been properly credited. This verification determines whether 
there has been any manipulation or kiting of collections. 


Requests for positive confirmation from customers is a must, and 
the people who make collections are aware that it is being done; 
therefore, it encourages honesty. This is done on a continuous 
monthly basis, and our program requires that we solicit all of our 
wholesale accounts once a year. We process 1/12 of the ledgers each 
month, and the ledgers are selected at random so that no one but the 
auditor knows which ledgers are to be verified. 

It is practically impossible for active credit card customers to 
confirm balances because (1) they are on a cycle billing basis, and 
(2) credit card tickets are slow coming in from the service stations, 
with the result many tickets covering purchases made by customers, 
anywhere from one to ten days prior to the billing date, are not in- 
cluded in the statement. Because of this, our requests for confirma- 
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tion of balances owing from credit card customers are limited to 
inactive past due accounts on a test basis. 


CONCLUSION 


I realize that this article applies principally to the petroleum industry ; 
however, it is my opinion that better preventive measures can be established 
by the auditors, whatever business they are associated with, which will keep 
them one jump ahead of the rascals who are trying to outsmart and possibly 
embarrass us. 











OPERATIONAL AUDITING* 


By BRADFORD CADMUS 
Managing Director, Institute of Internal Auditors 


N developing the topic “Operational Auditing,” it is of interest to review 

the historical progress of internal auditing and the related development 

of THe INSTITUTE OF INTERNAL AupbiToRs as background leading to the 

present-day emphasis on the importance of operational auditing as the field 
of the present and of the future for the internal auditor. 


DEVELOPMENT OF INTERNAL AUDITING 

No exact date can be set for the beginnings of internal auditing. The 
fact is that internal quditing has always existed and now exists in any 
business where there is a proprietor-employee relationship. If the business 
has just a single employee, the proprietor will assure himself that the em- 
ployee follows the policies and procedures that the proprietor has in mind, 
both in financial transactions and in the way he works. Informally, the 
proprietor will be unconsciously and continually conducting an internal 
audit that covers both financial and operational fields. 

As the business grows in size, scope and number of employees, it be- 
comes increasingly difficult for the proprietor to serve as the internal audi- 
tor. Eventually, he reaches the point where he will be primarily concerned 
with the determination of policy and related procedures, and he will estab- 
lish an internal audit department as the “eyes and ears of management” to 
examine, appraise and report to him on the manner in which policies and 
procedures are followed and are working in the business. This first dele- 
gation of internal auditing responsibility invariably appears in the financial 
areas of a business, with management retaining the responsibility for the 
appraisal of policies, procedures and other controls relating to nonfinancial 
operations. 

Then, as size, scope and number of employees continue to increase, we 
find a tendency to broaden the assignment of the internal auditor so that 
he will have responsibility for examining, appraising and reporting on 
policies, procedures and other controls in all departments of his company. 
This latter development, in which the internal auditor moves beyond the 
financial areas of his business, is what is termed operational auditing. 


DEVELOPMENT OF THE INSTITUTE 

Tue INsTITUTE OF INTERNAL AUDITORS came into being in 1941. In 
that year, the publication of the book “Internal Auditing” by Victor Z. 
Brink, served as a principal means of bringing together 24 men who were 
the organizers of THe INstiTuTE. It was the belief of this group that in- 


* Reprinted from The Accountant, October 10, 1959. 
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ternal auditing was a function of business that had distinct responsibilities 
and standards—and the possibility of future development along unique 
lines. 


The farsightedness of this small group has been evidenced in the de- 
velopment of internal auditing and in the growth of Tue Instirute. The 
development has, of course, come largely through the advances made by 
members in their companies. THe INsTITUTE’s part has been to serve as a 
forum in which experiences and ideas could be exchanged, developed and 
published to all of our members—through informal contact, chapter meet- 
ings, conferences and publications. 


Although we have no accurate information on the scope of internal 
auditing practice in past years, I believe it is safe to say that when THe 
INSTITUTE was formed internal auditing was concerned almost entirely 
with financial departments and financial records. Internal auditors’ pro- 
grams were concerned with such functions as payrolls, vouchers payable, 
cash and inventories. The concern of the internal auditor was to protect his 
company against fraud, waste and loss. This continues to be a principal 
function of our profession. 

As the practice and the techniques of the internal audit of financial 
records became developed, many auditors saw that the examination and 
verification of after-the-fact accounting records could provide clues to 
apparent deficiencies in control in the operating departments of their com 
panies. For example, a verification of delinquent accounts with customers 
might indicate that invoices had not been paid because of some dissatis 
faction on the part of customers with products or service, A check of bill- 
ing to customers might show that excessive back orders were due to de- 
ficiencies in production scheduling. 


Following through on these clues led to the broadening of the scope of 
the work of many internal auditors—to the point that today we find that 
most internal auditors have been assigned the responsibility of covering 
many nonfinancial departments in their programs. For example, in a sur- 
vey made by Tue Institute in 1957, 70 per cent of the reporting com 
panies audited the purchasing department. In the recent survey of the 
London Chapter, 95 per cent of the reporting companies audited purchasing 
and 43 per cent audited insurance. 


This widening of scope has, of course, been promoted by Tue Iwnsti- 
TUTE in meetings, publications and research. It was given formal recogni 
tion when the definition of internal auditing was broadened from that of 
the 1947 Statement of Responsibilities—which said that “internal auditing 
may deal with operating matters’”—to that of the 1957 Statement, which 
included all operations of the company as the assigned field of the internal 
auditor. 
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Now a word as to the international nature of Tue Institute. Soon 
after our beginning, membership and interest developed outside of the 
country of our origin. The eighth chapter of Tue INstiTUTEe was organized 
in Toronto and the tenth in Montreal. These came ahead of such United 
States cities as Pittsburgh, Boston, St. Louis and Dallas. In reviewing 
our records, we find that J. R. Robinson was the first member from Eng- 
land, joining on December 11, 1946, and the London Chapter was the 
twenty-first of our present 60. Another indication of international interest 
was the inclusion of a session on internal auditing in the program of the 
Seventh International Congress of Accountants. 


Of our present membership of 4,209, 1005 are outside of the United 
States. Of these, 230 are in the United Kingdom, 112 in Scandinavia, 9 in 
other European locations, 300 in Canada, 194 in Latin America and 160 in 
\sia. We are grateful and we are proud thus to be a truly international 
organization. Through your meetings, publications and activity on com- 
mittees in the international organization, you are confirming the belief of 
the original founders in the professional and universal character of internal 
auditing—and are making a distinct contribution to the development of 
our profession. 


Now let’s get down to our topic—Operational Auditing. 


NATURE OF OPERATIONAL AUDITING 

We live in an age in which some previously clear-cut distinctions have 
broken down or have disappeared, For example, when I took a course in 
chemistry, there was a definite division between organic and inorganic 
chemistry. The chemist of today gives little or no recognition to this separa- 
tion. Similarly, matter and energy were considered to be separate until 
atomic scientists changed that idea. 

In the same way, financial and operational auditing are not—and should 
not be—separate and distinct types of auditing. To a very considerable 
degree, the techniques that we propose to describe as applicable to opera- 
tional auditing apply to internal auditing of any description and in any 
department of a company. Yet there are certain differences that must be 
taken into account in the auditor’s approach and his work in various depart- 
ments. From the auditor’s standpoint, these departments may be divided 
into two groups—corporate service and operating. 


By corporate service departments we mean departments handling such 
functions as accounting, treasury, legal, taxes and insurance. To a very 
large degree, the work of these departments is conditioned by the require- 
ments and the reports of the rest of the business. What will be recorded 
and reported is based upon decisions, policies and happenings that have 
originated in other departments. In audits of corporate service departments, 


(1) 


the internal auditor makes a constructive contribution as he makes 
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findings in matters of policy, procedure and reporting which lead to more 
effective operation of these departments and (2) as he finds clues in these 
audits which lead back to the operating departments. 


Now, I propose that we center our attention on all corporate functions 
other than those which have just been defined as corporate service. To put 
it positively, let us assume that you are faced with an assignment from 
management to conduct audits of the purchasing, traffic, production, sales, 
advertising, engineering and research operations of your company. 

The first reaction of one who is not an internal auditor—and possibly of 
some internal auditors who have concentrated on financial audits—might be 
to wonder what sort of superman would have the knowledge and back- 
ground to cover these diverse operations and be able to make a constructive 
contribution. The answer is simple—the internal auditor is an expert in 
control, not in operations. Every department of a company has organization, 
procedures, records, reports and some sort of formal or informal standards 
by which it appraises its performance. These are the controls, and these 
controls will be found in some form or other in every operating department. 
So the internal auditor can apply his knowledge of the techniques and 
principles of control to any department, just as a man familiar with the 
techniques of purchasing uses his talents in the purchasing department to 
buy what is required throughout the company. 


ELEMENTS OF CONTROL 


Description of the elements of control will be found in a number of 

publications. To give the essentials: 

1. Organization control requires that each employee know his place in 
the organization and exactly what authority and responsibility have 
been assigned to him, Additionally, organizational control requires 
adequate checks and balances with separation between operating re 
sponsibility and the accounting for that responsibility. 

2. Procedures have the objective of dividing and defining the work 
to be done into logical, understandable sections that specify the work 
and responsibility of each employee. 

3. Records include accounting and all other records which show what 
has occurred—as a basis for information and reports. 

4. Reports are a major means of management control. Both records 
and reports must be prompt, accurate, concise and complete. Reports 
must be (1) impartial in presenting a fair picture and (2) adaptable 
to administrative use, following the pattern of organizational re 
sponsibility. 

5. Standards of performance provide the means of judging how what 

has occurred compares with what was expected or planned. Com- 
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monly used standards of performance are budgets, standard costs 
and comparisons with preceding periods. 


THE INTERNAL AUDITOR’S TALENTS 

Before we discuss the actual work of audit in the operating department, 
let us summarize the talents that the internal auditor brings to his task that 
qualify him to do a profitable and constructive piece of work in his assign- 
ment. 

1. His knowledge of the techniques and philosophy of control, which 
have just been described. 

2. His knowledge of his company. In this respect, he will usually be 
better informed than those with whom he is dealing. Through 
actual experience in various departments, he will know what is 
done, how it is done and how it fits into the overall company opera- 
tions. 

3. His business sense—that sense of proportion which weighs the rela- 
tive importance of each element of a situation in relation to the 
welfare of the business as a whole, 

4. His innate curiosity about the “what,” “why,” “who” and “how” of 
each operation. The “why” is particularly important—and the audi- 
tor must be patient and persistent until he is completely satisfied with 
the answer. 


THE INTERNAL AUDITOR’S APPROACH 

Let us assume that the internal auditor is making an audit of an opera- 
ting department for the first time. First he must sit down with the depart- 
ment head and explain the purpose of his audit. He explains that he is 
not there to pose as an expert in the function of that department. He is 
there to examine, appraise and report on the controls which govern the 
work of the department. He is there to learn of any apparent deficiencies or 
failures of control or other relationships between that department and the 
other departments of the company. (In this area, he is almost certain to 
arouse interest, since failings of this sort are very common.) 

The next step is to acquire general familiarity with the basic operations 
and objectives of the department—since he must know in general what the 
job of the department is in order to examine and appraise the effectiveness 
of the control structure which is set up to fulfill that responsibility. 

Some operating department heads like to throw an aura of mystery 
about their work, implying that one can begin to understand their work 
and problems only after years of specific experience. Very often such indi- 
viduals like to talk—and from their talking, and with a few judicious ques- 
tions, the auditor can develop enough information to provide the essential 
background. The auditor must explain, of course, that he is not concerned 
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with becoming an operating expert—he merely wants a general picture-of 
policies, procedures and problems. The executive who gives a straightfor- 
ward description is fortunately more common, and the auditor need do 
little but listen and guide the conversation with an occasional question. 


The important objective in this familiarization is to learn how the 
operations are viewed by the man who runs them. Even when the auditor 
has a fair knowledge of the operations himself, he should not volunteer it 
since this will defeat the objective of learning from the operating executive. 

In these conversations with the department head, it is important to 
learn the means by which that executive decides how well the department 
has performed—both in its individual units and as a whole. Some interest- 
ing and occasionally surprising answers will be given when the question is 
asked “How do you decide how good a job John Brown is doing?” In this 
particular question, the auditor is trying to develop the standards of per- 
formances that the department applies to its work, 


THE OPERATIONAL AUDIT 

The general plan of making an operational audit has been well des- 
cribed in the Research Committee Report on “Internal Audit and Control of 
a Traffic Department.” Rather fhan to paraphrase, I quote directly from 
the report: 

APPROACH TO AN OPERATIONAL AUDIT 

Viewed in its broad aspects, the approach and general plan of an 

audit of an operating department is the same as an audit of a financial 

department. The steps by the internal auditor may be summarized as 

(1) familiarization, (2) verification, (3) evaluation and (4) reporting. 


Familiarization. In the first step the internal auditor, through dis- 
cussions with departmental personnel, acquaints himself with the opera- 
ting objectives and problems of the department. He then proceeds to 
learn how these objectives and problems are met and controlled by 
departmental management. 


First comes the organization structure. Here the auditor is interested 
in learning the assignments of authority and responsibility and the 
inter-relationships with other departments and between subordinate 
groups within the department. 

Next comes the review of the procedures which govern the work of 
the department. The concern here is to learn the degree to which pro- 
cedures are definite and complete, so that no “twilight” zones will lead 
to oversight or conflict of responsibility. 


Written procedures are a necessity in practically all operations. 
Through them, individual employees know what they -have to do—and 
those directly responsible and others are informed as to the scope of 
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responsibility and the methods of operation. Written procedures estab- 
lish standards of performance. When a violation occurs, it provides a 
definite signal that further investigation should be made. Something 
may be unusual about a particular transaction, or the procedure itself 
may be incomplete or incorrect. 


Verification. Having familiarized himself with the general responsi- 
bilities of the operating department and the manner in which the de- 
partment controls its operations, the internal auditor then proceeds to 
verification. In this portion of his work, the objective is to learn whether 
the actual operations and assignment of responsibility follow the plans 
prescribed by departmental management. 


Verification requires that a selected sample of transactions or a 
selected area of work be examined in detail, The original size of the 
sample or the area will depend on the judgment of the auditor and will 
usually be comparatively small. If the original tests indicate that further 
sampling is desirable to reach a conclusion, then such sampling follows: 


In verification, the objective of the internal auditor is fact-finding. 
He is concerned with learning : 

1. Do the organization structure and assignment of responsibility 

follow the control plans of departmental management ? 

2. Are procedures prescribed by management being followed ? 

3. Are the internal controls established by departmental manage- 

ment being enforced ? 

4. How are the internal controls coordinated with other operating 

departments ? 

Evaluation. Having determined what the plans are and how effec- 
tively they are being followed, the internal auditor then proceeds to the 
work of evaluation and appraisal. In this phase, his problems will be: 

1. Do departmental controls conform with company policy? If not, 

what appears to be the reason? 


N 


If there are numerous deviations from established procedure, 
does the reason lie with the procedures or with other factors? 

3. Do departmental controls automatically reveal to management 

the out-of-the-ordinary situation that should have attention? 

4. Do departmental controls appear effective in operation ? 

Reporting. In financial areas, a definite opinion can usually be given 
as to effectiveness of controls—since ineffective controls will lead to 
questionable operations or incorrect results. 

In operating departments, such opinions are often not possible. To 
quote from one auditor : 
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‘Operational audits have been most successful when the auditor was 
not in the position of matching his opinion as to the effectiveness of a 
control or the need for an additional control with the various levels of 
management responsible for such control. Normally such a position 
can be avoided by providing, through normal auditing techniques, satis- 
factory evidence that a control is not effective and should be corrected 
or that an uncontrolled area should be placed under control. But it is 
absolutely essential that evidence be developed and produced in support 
of the auditor’s position.’ 


Following this thought, it becomes evident that the report is pri- 
marily a pointing out to departmental and general management how 
controls are operating—in theory and in practice, both within the opera 
ting department and in relation to other departments. 


An essential of reporting is that the report be discussed and reviewed 
in complete detail with the operating department before submission in 
final form, This review will insure that there is agreement in factual 
matters and gives the operating department a chance to suggest the 
course of corrective action that may be indicated by the facts of the 
report. 


DISTINCTION BETWEEN OPERATIONAL AUDITING AND ORGANIZATION 
AND METHODS WORK 


Because the internal auditor’s work in operating departments requires 
that he become familiar with the problems and the operations of these de- 
partments, there is apt to be some confusion as to the responsibility of the 
internal auditor and of those engaged in organization and methods or opera- 
tions research work. In actuality, there is no reason for confusion or conflict. 


Organization and methods and operations research personnel study the 
work of an operating department with an objective of developing pro 
cedures, reports and other routines and controls to govern the day-to-day 
work of the department. The internal auditor then appraises the operation 
of the controls which these other groups have established. He will point 
out strengths and weaknesses—but he does not establish the controls. That 
is not his job. This separation of responsibility is expressed in the State 
ment of Responsibilities of the Internal Auditor—‘internal auditors should 
not develop procedures, prepare records, or engage in any other activity 
which they normally would be expected to review and appraise.” 


CONVINCING MANAGEMENT OF THE BENEFITS OF OPERATIONAL 
AUDITING 


I wish it were possible to describe some sort of sales campaign by which 
management could be convinced of the benefits of operational auditing 











36 The Internal Auditor 


Unfortunately, this cannot be done, since managements and auditing de- 
partments are composed of individuals—with individual talents, ideas and 
preferences. For this reason, the selling job is an individual one in every 
situation. 

As far as the internal auditor is concerned, I can offer certain sug- 
gestions : 

1. The internal auditor should prepare himself, through study of his 
company and of internal auditing material, to do the broad job that 
is required in operational auditing. 

2. When opportunity offers, the internal auditor should bring to 
management’s attention what other companies have done in the 
operational auditing field. INstrTUTE publications and similar mater- 
ial are one way of doing this, 

3. The internal auditor should do a broad and outstanding job in the 
field to which he is presently assigned. Then he is apt to find that 
his field of effort will be broadened. This approach is summed up 
in a little saying that my mother was fond of, “The reward of work 
well done is more work.” 

In talking of management, I mean executive management and not the 
managers of operating departments. It is essential that the auditor come 
into operating departments with the wholehearted backing of executive 
management. If he does not have this, he had better not start. Once in the 
departments, he should be able to demonstrate to both departmental and 
executive management that he can perform a constructive service. This 
usually is the case—I have no personal knowledge of any situation where 
there has been a retreat from an operational auditing program once it has 
been established. 


CASES OF OPERATIONAL AUDIT RESULTS 


So far we have been talking in general terms—now I will give some 
specific cases of audit findings which illustrate how these generalities have 
applied in practice. These cases apply to procurement, construction, traffic, 
materials control, sales, advertising and royalties. 


PROCUREMENT 


In this case, an internal auditor noticed separate purchase orders for 
five identical pieces of equipment for use on five construction projects. 
He was told that the accounting department had requested separate orders, 
since this would simplify their work order accounting. Consolidating into 
a single order would have brought a 10 per cent quantity discount. Pur- 
chasing was able to persuade the vendor to accept a reissued single order. 


In another case, the internal auditor noticed an order for “plug draw” 
tubing. He asked what “plug draw” was, only to learn that the buyer wasn’t 
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quite sure. Investigation developed that this was an obsolete specification. 
It had not actually been used for some time, even though the manufacturer 
had continued to assess an extra charge for “plug draw.” The result was a 
saving of $30,000 per year. 


CONSTRUCTION 


One of our members once told me that he would rather audit a cost 
plus construction contract than anything else. His reason was that in these 
contracts the tendency on the part of the contractor is to charge everything 
possible to the job. For this reason, it is comparatively easy for the auditor 
to find all sorts of items which do not belong as part of the construction cost. 


I will not give specific examples, except to say that savings of $50,000 
and more on a large construction job are not unusual. Some of the items 
where recovery has been made are: 

a. Repairs on rented equipment charged to the job instead of to the 

owner of the equipment 

b. Material reused from other jobs and charged out as new 

c. Job not given credit for adjustments or savings on such payroll 

items as compensation insurance 


TRAFFIC 


In this case, a sales promotion department took the traffic function into 
its own hands and shipped some display material by railway express—which 
the sales promotion department assumed would give fastest delivery service. 
Delivery took three days. Shipment via regular overnight truck would 
have brought delivery in 15 hours at less than half the cost. 


MATERIALS CONTROL 


In an internal audit of materials control, the auditor noted a charge for 
returnable containers on vendors’ invoices—but could find no credits for 
returned containers. He found that the manufacturing operation did not 
realize that the containers had a returnable value which was much greater 
than the junk price for which they were being sold. Correction of this 
situation saved $7,000 per year. 


SALES 


Sales and pricing practices are a good field for study—in part because 
of the propensity of many sales departments to interpret price scales and 
sales policies in the customer’s favor. 


In a large company, with a complicated pricing structure, internal audit- 
ing of prices charged to customers with established price lists brought to 
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light undercharges of several hundred thousand dollars in one year. These 
differences covered such items as: 


a. Charging at carload prices for less than carload orders 
b. Not charging according to established scales for: 
1. Special manufacturing treatment 
Special shipping arrangements 
3. Special formulation 


DVERTISING 

Advertising in many companies is the subject of very large expendi- 
tures. Because the sums are so great, control attention of advertising execu- 
tives is apt to be focused on such major items as the cost of television and 
radio programs and newspaper and magazine advertising—with much less 
thought to such costs as sales promotion materials and expenses, coopera- 
tive advertising and similar items. 

For example, in one company the practice was for the home office adver- 
tising department to arbitrarily order and ship to branches allotted quanti- 
ties of such items as posters, counter displays and window strips which 
were designed to tie in with media advertising campaigns. There was an 
unwritten policy of actually overshipping—under the theory that an over- 
supply in a branch would spur the salesmen to put up the material just to 
get rid of it. A study of handling of sales promotion material in branches 
showed that the branches did get rid of it—they threw much of it away. 
\lso, many expensive items—such as counter displays—were not adequately 
packaged to stand the handling in branch stock and riding around on sales- 
men’s cars. 

A major saving was made in this cost by adoption of the following 
recommendations : 
Responsibility for determination of quantity required was trans- 
ferred from the home office advertising department to the division 
offices to which the branches reported. 
Before material was ordered it was studied to insure that it could 
be protected and handled properly in branches and on salesmen’s 
cars. 
c. Accounting for material was revised, so that the cost was assumed 
by the field sales divisions—instead of being a relatively small item 
in the home office advertising budget. 


ROYALTIES 
The following case occurred in a company that manufactured many of 
its products under licensing and royalty agreements. The internal auditor 


examined the agreements, which in general specified that royalties were 
based on dollar sales. Payments were being made on gross sales—with no 
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allowance for the fact that all company sales were being made through 
wholesale distributors. These wholesalers invariably took advantage of the 
2 per cent cash discount offered to them. 


The internal auditor asked himself—and the legal department—why the 
company was paying royalties on the 2 per cent of the sales price that it 
did not receive. It was agreed to change the basis to net sales—and the 
company saved $50,000 per year. 


ANALYSIS OF CASES 


As one considers these cases and the general conditions in operating 
departments, several matters of note are helpful in understanding the 
techniques of operational auditing and its benefits. 


1. In most of the cases, the records will be in order, and a routine 
checking of records will achieve no constructive result. The auditor 
must go beyond the records, to apply his knowledge of controls, of 
the business and his business sense—with resulting benefit to his 
company. 


2. The auditor must be curious, observing and persistent until he has 
satisfied himself. 


3. The auditor should always work cooperatively with the department 
in developing his recommendations and conclusions. He should be 
particularly careful to give the operating department credit for its 
share in his work—and should not worry about who receives credit 
for the ideas. 


4. Many of the suggestions and recommendations in operational audit- 
ing will result in definite monetary savings. 


5. In operating departments, the internal auditor will often be in a 
position where he can note both an original decision and the final 
results of that decision. In this situation, it is very easy to “second- 
guess,” and to point out cases where a decision was not a good one. 
This should never be done! The auditor’s only concern is to see 
that the results of faulty decisions were brought out in records and 
reports—as a guard against repetition. 


CONCLUSION 

Operational auditing is a challenging, fascinating and rewarding field 
for the internal auditor. His work in this field will bring him into depart- 
ments of his company that are the real heart of the business. As the auditor 
increases his knowledge of the business, he can do an increasingly better 
overall job for his management because of this added background. Finally, 
the auditor can often demonstrate some actual money sayings in his audits, 
and nothing will make him much more popular with his management 














ESTABLISHING AN INTERNAL AUDIT 
FUNCTION * 


By R. E. PALMER 


Internal Auditor, Electric and Musical Industries, Inc. 





T has often been said that one of life’s greatest pleasures is to create 
something. Whilst one tends to accept that more readily in the tangible 
realms of craftsmanship and the observable realms of art, it is none the less 
true in the somewhat different sphere of ideas and systems. In this parti- 
cular sphere the creation of a whole range of management control functions 
and techniques has made a marked impact on industry and commerce dur- 
ing the past twenty years. And a lot of pleasure and satisfaction has come to 
a lot of people in their creation ; not least to the industrial accountant with- 
out whom effective management control would be virtually impossible. 


As members of this INsTITUTE we are concerned primarily with one 
aspect of management control—internal auditing, and what is still more 
important, the modern concept of internal auditing as an appraisal function. 


In inviting me to address you on the subject of establishing an internal 
audit function, your program committee was no doubt guided by the fact 
that I have had the unusual experience of twice, in the relatively short 
space of twelve years, meeting the good fortune of being asked to create 
and build an internal audit structure where nothing of its nature existed 
before. With the more rapid and wider acceptance of this function in in- 
dustrial circles, of which there are distinctly encouraging signs, it may well 
fall to the lot of other of my fellow members to undertake a similar task. 
If, therefore, anything I have to say should prove a useful guide (if only 
by way of making a mental note to avoid my mistakes!) then this talk will 
have served its purpose. 


I suppose that any reference here to the metamorphosis that internal 
auditing has undergone during the past decade would be a mere repetition 
of a fact so well known that it would serve only to emphasize the point that 
its very title is now a decidedly inadequate misnomer. Yet I am bound to 
make that reference because my whole approach to the task of planning 
and building an internal audit structure on which I have been engaged for 
the past seven months has been governed largely by the vastly changed 
conception of its scope and purpose now in the minds of progressive 
managements. 


* Delivered at a London Chapter meeting. Reproduced by permission of the Editor of 
The Accountants Journal. 
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In 1946, when it fell to my lot to set up an internal audit department in 
a large chemical manufacturing organization, internal auditing meant 
exactly what its title implied ; that and no more. It was a system of internal 
check designed to ensure accuracy of accounting information and to pre- 
vent or at any rate detect fraud and irregularities. Almost wholly it was an 
accounting function, the inspectorate section of the accounting department. 
How times have changed! Today no experienced internal auditor would, if 
he could help it, accept an appointment with so narrow an operational 
field. On the one hand, mechanization in its varied forms, and systems of 
internal check, have reduced the need for routine financial auditing, which 
in any case, having regard to their primary responsibility of certifying a 
balance sheet, is best left to the statutory auditors. Management accounting, 
on the other hand, has focused attention on the need for using internal 
audit as a critical function and as an instrument of management control. 
On this second and more recent occasion it has been my good fortune to 
have the opportunity of building an internal audit structure on that much 
wider basis, unhampered by tradition and prejudice and fortified by the 
knowledge that the management itself was fully alive to the potentialities 
of this new function and indeed anxious to utilize it to its fullest extent. 


It may be taken for granted then, that my talk is based on current 
rather than historical experiences. It may be taken for granted also that | 
recognize the fact that creating something new is essentially an individual- 
istic operation and that no two people will approach it in exactly the same 
way. Nevertheless, whatever the organization and whatever the circum 
stances, there can be no fundamental difference in devising an internal 
audit structure. If there be any disagreements amongst us on how such a 
task should be tackled, they will, I am sure, be on points of emphasis and 
selectivity rather than on basic principles. 


Broadly, the task segregates itself naturally into three distinct phases: 
the Basis; the Plan; its Implementation. 


ESTABLISHING THE BASIS 


It is almost impossible to emphasize too strongly the importance of 
establishing the basis and the delicate handling it sometimes requires. Fail- 
ure here can wreck the whole internal audit structure on the rocks of am- 
biguity, misunderstanding and frustration. Success, on the other hand, will 
not only pave the way for planning a comprehensive program but will pro- 
vide a permanent reservoir of much needed oil to ease the audit functions 
that are to come. 
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How then’ does one establish a proper basis? Such a process, I suggest, 
commences with the very first contact the prospective internal auditor has 
with the organization. Whether discussions take place at an interview or a 
series of interviews with an individual senior member of the management 
or with the whole Board, it is of paramount importance to ascertain pre- 
cisely what the management wants and expects from its internal audit 
department. Is it an extensive and continuous detailed financial audit be- 
cause the organization has grown beyond the capacity of the statutory 
auditors to cope with it? In other words, is the management still thinking 
of internal audit in terms of twenty years ago? If so, there is little hope of 
establishing any useful basis at all, and a graceful retirement from the scene 
without further waste of time is indicated. It may be, however, that the 
management recognizes the appraisal and critical function of internal 
auditing as applied to spheres of operation under its control but would not 
accept its application to its own functions and methods of control. Such a 
situation is quite common and is not necessarily wholly unacceptable. It 
still leaves the internal auditor a reasonably wide field of constructive and 
fruitful work. But if his activities are to be so circumscribed, it is important 
that the line of demarcation should be clearly defined. Then, if the basis is 
not entirely satisfactory in itself, it is at least satisfactorily understood. 


But of course a third and wholly desirable possibility exists ; the possi- 
bility that the management, or at least the key personnel in it, have a 
comprehensive understanding of, and a real desire to utilize, internal audit- 
ing in its widest possible field. If such be the case, and it has been my good 
fortune to experience it, then the establishment of a satisfactory and clearly 
defined basis of operations presents no real difficulty, and the initial hurdle 
will have been successfully negotiated. 


Not that it is the only hurdle, There are others, not so fundamental, 
perhaps, but important enough to advise the prospective internal auditor 
against ignoring them. There is the matter of the individual to whom he 
should be responsible. And I use the word individual deliberately, for I 
am convinced that however satisfying it may be to one’s ego to be respon- 
sible to a board of directors, such a relationship is quite unworkable. The 
functions of internal audit, involving as they do the critical appraisal, the 
constructive suggestion and the analytical report and necessitating discus- 
sion and often speedy action, call for a point of contact and a channel of 
communication far more personal than can be established with a board or 
a committee. Conversely, the internal auditor would be equally hamstrung 
were he to be responsible to a departmental head such as the chief account- 
ant. This narrows the field considerably, and it seems to me to be reasonable 
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that a prospective internal auditor should ask and indeed insist that his 
line of responsibility be to a financial director or controller. 


Having settled that point, the way is clear for bridging the gap between 
the establishment of a basis and the formulation of a plan and program. 
In this connection I must be entirely personal and say that in my own case 
bridging that gap consisted of two positive actions on the part of the Comp 
troller to whom I was to be responsible, designed to smooth my entry int: 
the organization and to pave the way for fruitful cooperation. The first 
consisted of meetings prior to taking up my appointment, not only with the 
Comptroller but with the Chairman and Managing Director, and with key 
personnel such as the Group Chief Accountant, the Company Secretary 
and the Manager of O. & M.; not forgetting the excellent lunch which suc- 
ceeded in loosening tongues and provoking discussion! The second, quite 
different but none the less effective, was the publicity given throughout the 
organization to the inception of an internal audit department, its objectives 
and my terms of reference. 


To revert to the impersonal, it seems clear that if the initial difficulties 
inherent in the task of establishing a proper basis have been successfully 
overcome, all else that follows will be a logical and progressive sequence 
That certainly has been my experience. 


DEVISING THE PLAN AND PROGRAM 


As a prerequisite to devising the plan and program it is obviously essen- 
tial that the internal auditor should have in his mind a very clear pictur 
of his ultimate objectives. They will, of course, to some extent depend on 
his terms-of reference, but on the assumption that they are in line with the 
modern concept of internal auditing they may briefly be summarized thu 


a. To ensure that accounting, administration and clerical procedures 
are executed in accordance with management policy 

b. To ensure that adequate controls (accounting, financial and opera 
ting) exist in all departments and at all points along the various lines 
of responsibility 

c. To appraise accounting, administrative and clerical policy, system 
procedures and techniques in the light of security, accuracy, efficiency 
and economy 

d. To safeguard the organization’s assets 

e. To report fully and constructively to the appropriate supervisory or 

managerial level on all matters calling for action revealed by audit 

and survey 
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Finding the best means of achieving these objectives calls for serious 
thought and planning. It is at this point that I find myself in disagreement 
with a few of my fellow members who feel that because internal auditing 
is no longer an elaboration of the statutory audit or a system of internal 
check, departmental auditing has been entirely superseded by the need for 
functional auditing, I believe that opinion to be wrong. I believe that both 
have a place in an internal audit program and that they are in fact comple- 
mentary. 


A hypothetical though a quite common example may serve to empha- 
size my point. A departmental audit of an Accounts Payable section re- 
veals the existence of numerous bottlenecks and delays in paying Suppliers’ 
invoices. Further investigation leads back to the Inspection Department, 
the Goods Inwards Department, the Buyer, and before long the internal 
auditor is involved in a complete functional survey of purchasing from the 
placing of the order to the payment of the invoice. Both types of auditing 
have been operating, the one arising from the other. The main point is that 
the desirability, the timing and the frequency of functional audits are often 
best determined by regular and systematic departmental audits. And, of 
course, the converse is equally true. 


The question of internal check, too, calls for some comment. Certainly 
internal check is not the function of internal audit. I am equally certain, 
however, that no internal auditor can establish the efficacy of an internal 
check system without doing some to test it! And the fact that this may well 
involve his staff in a certain amount of routine checking of calculations 
and postings, the examination of authorities, and the reconciliation of 
control and suspense accounts in no way lessens that obligation. It is, in fact, 
part of his wider function of survey and appraisal. 


With that particular approach it follows that the detailed program will 
incorporate both departmental and functional auditing. In my own organi- 
zation I have found it convenient and desirable to plan these as separate 
stages, giving priority to the former, not because it is more important but 
because the need for and the application of some of the functional audits 
will stem naturally from it. 


The nature of the organization will determine the details of depart- 
mental auditing, and it is unnecessary to elaborate them to any great extent. 
In my own case the first stage of the plan has consisted of a regular audit 
designed to test the adequacy of supervisory control, the accuracy of in- 
ternal check, the timetable of work, the efficiency and economy of systems 
and procedures, and in appropriate cases the element of security in all the 
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centralized process accounting departments and outstation factories and 
units. Later, the program will be expanded to include management account- 
ing and other ancillary services. Such a program has involved far more 
than mere thought and arbitrary decision. A considerable period was spent 
in surveying the work of each department and discussing its problems with 
the departmental chief; in consultations with the Group Chief Accountant 
and his executive staff; in discussions with the Organization and Methods 
team to determine with them the rather delicate question of where Internal 
Audit ended and O. & M. began, and perhaps more important, where the 
two functions dovetailed and overlapped ; talks with the Statutory Auditors 
to avoid duplication of effort and to achieve a basis of mutual understanding 
and respect; and finally the submission of the whole detailed program to 
the Comptroller. 


The time taken up by these preliminaries, I can assure you, is by no 
means wasted, In the final analysis the success of the internal audit function 
will depend to a very large extent on human relations and the spirit of 
cooperation that can be engendered into the whole organization; consulta- 
tion and discussion at many levels and over a wide field is a worthwhile 
investment of time and energy. 


Having settled this first stage of the program one is immediately con- 
fronted with the problem of deciding whether to defer its implementation 
until the remainder of the program has been planned and the necessary 
staff engaged and trained so that the whole of the internal audit function 
may be established simultaneously, or whether to implement it progressive- 
ly, treating each stage as a separate operation. Whilst it would undoubtedly 
be gratifying to be able to launch the whole program at one and the same 
time, such a venture would be an unwarranted hazard inviting complications 
and troubles that can well be avoided. As I have already suggested, the 
functional audit will in many cases arise from the departmental audit, and 
to plan a whole series of functional audits in advance could mean a con- 
siderable duplication of effort. Better, by far, to implement the depart- 
mental audit program as a first step, making allowance in terms of flexi- 
bility and time for the probability that specific functional audits will arise 
from it. Meanwhile it may well be desirable, as I have found it to be, to 
draw up a list of the particular fields in which functional audits will ulti- 
mately form part of the permanent program. Examples of such fields 
which come readily to mind and which would be common to almost all 
organizations are the whole range of procedures appertaining to Capital 
Expenditure, Materials Control, Purchasing, Selling, Works Records, 
Transport, Budgets, the establishing of Standards, and others which may 
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be peculiar to a particular undertaking. At this juncture the list might well 
be left as a blueprint until the first stage of the internal program has been 
given a chance to function satisfactorily, and the experience and lessons to 
be learned from it have been thoroughly studied and absorbed. 


There remains one other aspect of the program which can never be the 
subject of any planning or incorporated into any particular stage. I refer 
of course to the special assignment or investigation which sooner or later 
must become a major function in a modern internal audit function. Whether 
such assignments arise from the internal auditor’s own initiative or as the 
result of specific requests from central or departmental management, they 
invariably assume an immediate priority. It cannot be too strongly em- 
phasized that sufficient time must be allowed, particularly for the senior 
audit staff to cope with that which is wholly unplanned and often unex- 
pected. Nor may it be assumed that assignments of this nature will be 
conveniently deferred until the planned program is operating smoothly. 
At least one person in this audience would chuckle quietly if I were naive 
enough to suggest that the process of devising and establishing a program 
can be conducted in an atmosphere of uninterrupted peace and calm. The 
fact is that a management decides to set up an internal audit department 
because there is need for it, and it is almost certain that with the internal 
auditor’s arrival on the scene and before he has any staff to assist him, 
specific problems will be awaiting his attention. One should, I feel, regard 
that situation not as a frustration but as a challenge and an opportunity for 
justifying one’s existence at an early stage. 


APPLICATION OF THE PLAN 


The degree of success which attends the implementation of any program 
is always dependent largely on the care and thought which have gone into 
its planning. So, too, with the internal audit function. If the earlier phases 
of defining the basis and devising the program have been completed satis- 
factorily, no major obstacles remain. Managerial, supervisory and clerical 
personnel will already be aware of one’s existence and the scope of the 
internal audit function because of prior consultation and publicity, For the 
same reasons a basis of cooperation with colleagues of the management 
team and the statutory auditors will already have been established. Above 
all a knowledge of the organization, its policies and its problems will have 
crystallized itself and the way become clear for commencing operations. 
A full departmental, functional and appraisal audit, with all the implications 
inherent in the right and obligation of constructive criticism, including that 
of management policy, is ready for launching. Only domestic details remain 
to be settled. 
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Recruitment of staff will already have been considered in terms of 
numbers and type necessary to carry out the internal audit duties within 
the framework of an expanding program. Ideally, of course, all the staff 
should have had experience of internal and professional auditing in addition 
to an intimate knowledge of the particular organization. Unfortunately 
such a combination of experience and qualifications is unlikely to be found 
in any one man ; it may well be desirable, as I have found it to be, to recruit 
some from within the organization and some from other industries and the 
profession so that together they form a complete team. It is hardly neces- 
sary to add that whatever their qualifications, all must be given a period 
of training, the opportunity of absorbing the “modus operandi” of the 
business and acquainting themselves with departments and personnel. Even 
then their instruction is not complete. A final phase, and one of the utmost 
importance for them and indeed for the success of the whole venture, is 
the inculcation of the proper conception of and the right approach to the 
internal audit function. I found it helpful to hold a series of meetings with 
all my staff at which I took the opportunity of outlining the many aspects 
of internal audit; of how it differed from the statutory audit; that it was 
not primarily an inspectorate but rather an instrument of control designed 
to assist management; that because it could and should help departments 
solve their problems and operate efficiently it was generally unwise to swoop 
unexpectedly on a department in the hope of taking it unawares; that by 
so doing they would create barriers of hostility and suspicion that would 
wreck the whole basis of cooperation so clearly desirable; that in any case 
such an approach would be relatively unfruitful except in the rare instances 
of attempts at fraud or other financial irregularities; that in almost every 
business undertaking far greater losses occurred through inefficiency, un 
economical procedures and lack of control than ever occurred through 
monetary manipulations; that they should exercise their measure of in- 
dependence with tact and without license ; and finally, as a last exhortation, 
that in reporting on their completed assignments, the gist of their observa- 
tions, whether favorable or unfavorable, should first be discussed with the 
manager or supervisor involved. All are obvious points to the experienced 
internal auditor, but of fundamental importance to the new recruit and of 
even greater importance when the internal audit function is about to be 
established for the first time. 


And so, gentlemen, the newly born infant launches itself into a rather 
exciting world; step by step, and slowly perhaps in its initial stages. But 
however slowly, one may hope that it is none the less progressive and 
searching in its impact. At what stage in point of time it may be said to be 
functioning at its optimum is difficult to say. It may take a year or five 
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years according to the size of the organization and its complexities. It is 
truly and firmly established, however, as soon as it is seen to be a con- 
structive and helpful service and when management are using it as an 
aid to effective control. 


Perhaps I may finish as I began by reference to the satisfaction which 
comes from creating and building something new. This talk has, for a 
variety of reasons, been a mixture of the personal and impersonal in pre- 
sentation. In fact it is very much an autobiography of seven distinctly 
pleasant, challenging and satisfying months. The thought and concentration, 
the problems and difficulties, the worries and anxieties inseparable from 
planning and establishing a new function in, to me, a new organization, 
have been more than compensated by the sense of fulfilment that such a 
task brings with it. 


Like the young wife who after the birth of her second set of triplets 
said she was reluctant to make it a habit, I feel that establishing an internal 
audit function twice in one’s career is enough pioneering for any man! 


But I wouldn’t have missed the opportunity ! 














DEVELOPMENT AND IMPLEMENTA- 
TION OF FUNCTIONAL AUDITS* 


By DUDLEY TAYLOR 
H. J. Heinz Company 


Y way of introduction to the subject it would probably be of interest 

and not unfitting for me to go right back to the beginning of things, 
as it were, and say something about the formation and development of the 
Internal Audit Department of H. J. Heinz Company. This would serve to 
demonstrate how the ground was prepared for an internal audit of func- 
tions or operations as opposed to what hitherto had been, with one im- 
portant exception, an internal check system largely confined to the Accounts 
Payable and Receivable Section. The important exception is Sales Branch 
audits. Over a period of years, but particularly in the last four or so, an 
internal audit program covering operations, procedures, accounting and 
statistical data has been developed and regularly carried out. 


Four years ago the Managing Director decided the Internal Audit 
Department should be formed. At that time I was Deputy Company Secre- 
tary, and it was decided to appoint me as Manager of the department. 
Several months afterwards the Internal Audit Department was formed. 
During this interim period the department’s terms of reference had been 
drawn up; this is another way of saying my job description had been 
drafted and circulated amongst the Directors, and finally approved. It was 
decided as a matter of Company policy that in its formatory period the 
department would report to the Managing Director. This in my opinion 
gave the green light to the intention not to restrict internal audit to tradi- 
tional and restrictive examination of books of account and supporting 
vouchers. 


As a point of interest the framework of the job description was pro- 
vided by: 


a. the Statement of Responsibilities of the Internal Auditor issued by 
Tue INsTITUTE oF INTERNAL Aupitors, New York. 

b. the Modern Approach to Internal Auditing—the pamphlet issued 
by the Association of Certified and Corporate Accountants (22 


3edford Square, London W.C.1), an excellent piece of work, if I 
may say so. 


* Presented at a London Chapter Day Conference. 
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That job description was invaluable to me during the early days of the 
department’s development. Inevitably the right to comment on certain as- 
pects of operations under audit, particularly branch house audits where a 
number of separate and distinct functions are involved, was challenged by 
the departments controlling such functions. Such a situation was met by 
inviting the challengers to read my job description. All opposition dies 
when faced with—I quote: 

“Maintains familiarity with Company policies, plans and procedures, 
and recommends amendments, as required to facilitate the achievement 
of overall Company objectives by management. 


“Designs and carries out surveys to ascertain that the Company’s 
policies and instructions have been satisfactorily passed on and, as 
necessary, guides departments in the interpretation and execution. 


“Examines department procedures, statistical data and records to 
determine their adequacy and effectiveness in the light of current Com- 
pany policies and instructions. 


“Surveys the general pattern of control methods and procedures to 
determine that there is proper co-ordination between departments, de- 
signed to achieve Company objectives with the greatest economy.” 


To provide the necessary staff to commence operations, two members 
of the Controller’s Division were transferred to the new department. Both 
had served the Company for many years. The senior of the two was the 
Branch Sales Office Auditor reporting to the Chief Accountant. He was 
formerly a senior Branch Office Manager and thoroughly conversant with 
Branch House audit techniques. The other was implementing the internal 
check system then in operation, His knowledge of the Company’s Chart of 
Accounts was, and still is so far as I know, almost unrivalled. His know- 
ledge and experience gained in various sections of Head Office Accounting 
Group has been invaluable in the development of audit programs. 


We opened shop. 


Our assets then were: 
1. Job description 
2. Two stalwarts with auditing experience 
3. Floor space allotment 
4. Several attendances at Chapter meetings 
5. Two textbooks— 
a. “Industrial Internal Auditing” by W. A. Walker and W. R. 
Davies. Mr. Davies is a former President of the INsTITUTE oF 
INTERNAL Aupitors, U.S.A. 
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b. “Internal Auditing” by W. W. Bigg and J. O. Davies. Mr. 
Davies is the immediate past President of the London Chapter 
of the INstiruTE or INTERNAL AUDITORS. 

6. Enthusiasm 


7. An ex-Deputy Company Secretary 
Our liabilities were nil. 


The ground had been prepared by an organizational bulletin outlining 
very briefly the function of the new department. This was unique and 
served to emphasize the importance and status of the new department. It 
was circulated to Managers and Heads of Departments. Now came the 
64,000-dollar question—“Where do we start?” 


The Sales Branch audits had been programmed for twelve months 
ahead and were in very good hands. Readers will be perhaps interested to 
know that Heinz Branch House audit programs are conducted on very 
similar lines to those suggested by Mr. G. D. Bunce in his article entitled 
“Auditing for Management,” 
The Internal Auditor. 


which appeared in the March 1957 issue of 


“Where do we start?” It was a choice between a departmental audit or 


a functional audit. We settled for a functional audit, and you may perhaps 
be interested to know the reasons which governed the decision, 


Tue Instirute’s Statement of Responsibilities was very much in 
my mind at that time. I felt that it reflected almost exactly what the Manag- 
ing Director required of an Internal Audit Department. Objective 2 of the 
Statement reads, “The furtherance of the interests of the organization in- 
cluding the recommendation of changes for the improvement of the various 
phases of the operations.” A functional audit would go a long way to 
achieving such an objective. 


The activities of the internal auditor relative to the attainment of this 
objective involves—I quote again from the Statement of Responsibilities 
“Reviewing and appraising the policies and plans of the organiza- 
tion in the light of the related data and other evidence. 


“Reviewing and appraising the internal records and procedures of 
the organization in terms of their adequacy and effectiveness. 


“Reviewing and appraising performance under the policies, plans 
and procedures.” 
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You will have observed how closely those paragraphs of the Internal 
Audit Manager’s job description quoted at the commencement of this paper 
have followed the Statement in this respect. 


I wanted as many sections as possible in the organization, especially 
the nonaccounting ones, to feel the impact of the department as soon as 
possible—that we were in f--t in business. In this context may I quote a 
paragraph from Mr. W. R. Davies’ talk given to the London Chapter of 
Tue Institute oF INTERNAL AvupitTors on September 19th, 1957. He 
said, “Much has been written and many speeches given in recent years 
concerning this new development. Some cali it ‘Management auditing’ ; 
others refer to it as ‘Auditing the operations.’ In my opinion, either one 
will do, so long as we «mean to refer to a company-wide audit program that 
aims to provide a complete interdepartmental service to management. This 
means to me that our detailed annual audit program should be composed 
of individual audit assignments that reach into all departments of the busi- 
ness, besides the accounting and treasury departments, such as production, 
sales, purchasing, engineering, and transportation, As might be expected, 
when you do this, you will soon come to realize that there are many points 
of connection between these individual audits, just as there are bound to be 
points of contact between the departments themselves. Thus, through his 
audit program the auditor comes to understand the interdepartmental re- 
lationships and, in his work, can cross over departmental lines. The result 
is that his audit recommendations are not restricted to the point of view of 
one department but rather are made from the point of view of the over-all 
company profit picture.” 


I felt that if we had undertaken a departmental audit we should, by 
reason of our inexperience, have quickly fanned out into other departments, 
because few are so self-contained as to be affected by only one function 
and not to overlap into others. Supposing we had decided to audit the 
Accounts Payable Section (this has since been done), we should, or could, 
have been involved—to mention a few which come readily to mind—in the 
Contracts section of the Purchasing Division, Storage and General Ad- 
ministration departments, Material Control, General Accounting and Cost 
Accounting. 


So we looked around for a function or operation which gave a wide 
coverage of departments and divisions, and which was controlled by a 
written official procedure or series of procedures, and in which considerable 
sums of the Company’s money or goods could be involved. 


Our choice fell on the functions related to the receipt, storage and issue 
of raw materials, engineers’ stores, general stores, machinery and equip- 
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ment, stationery, etc. In this way we felt it would be possible to control 
our program. 


The audit commenced at the factory gates where the goods arrive 
(Company property in outside storage depots was not covered by the audit) 
and ceased at the point of transfer to a user department and the commence- 
ment of the build-up of authority for payment. So far so good. 


We had the title of the functional audit—Receiving, Storage and Issues. 


The next step was to plan the audit. We drew up our objectives or pur- 
poses—we described it as “Intention’—which read: 


“To examine and appraise the procedures and systems employed in 

order to ensure that: 

i. Acceptable modern methods relating to the handling and recording 
of receipts, storage and issue of supplies, equipment, inventory items 
are used and that these are constantly being reviewed to keep pace 
with changing conditions caused by the growth of the Company. 

ii. There is complete control and security exercised over the Company’s 
property. 

iii. Notification of the receipt and issue of goods and notification of 
stock levels are given to the departments and sections concerned as 
quickly as possible. 

iv. Accurate record of receipts, stock in stores, and issues are main- 
tained.” 


The layout of the program was as follows: 

Section 1. Statement of intention 

Section 2. List of forms in use 

Section 3. Applicable standard procedures in use 

Section 4. Questionnaire for the guidance of staff engaged on the audit 


For Section 4 we familiarized ourselves with the procedures. Then, 
sentence by sentence, we combed through them with the object of framing 
questions designed to produce evidence or answers from departments oper- 
ating the procedures which would prove that they (the procedures) were 
being properly carried out. 


In addition, where applicable and where necessary, we added questions 
designed to prove the accuracy of stock-keeping records which in turn were 
checked against physical stocks of stores and raw materials. 


Our prime objective, however, as I have said, was to check that existing 
procedures were being followed; secondly to appraise them and comment 
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upon departures from them. We also felt free to make suggestions both 
critical and helpful on procedure amendments. 


In order to give you some idea of the range of questions which appeared 
in the program, here is a sample taken at random. 
Under a sub-heading “Receiving Documentation” we asked: 


“Are suppliers carrying out the conditions of sale detailed on purchase 
order forms?” 


“Is the delivery date being met by suppliers to permit the most economi- 
cal use of Heinz labor?” 


“Are there duplicated recordings made on purchase order forms?” 


Under a sub-heading “Storage at Heinz locations” we asked: 
“Are efficient and repeated stock checks maintained ?” 


“Are adequate protection methods adopted with items which could 
contaminate or injure staff, likewise ingredients ?” 


“Are floor capacities posted?” 


Under “Issues—Administration” we asked: 





“Are maximum and minimum ordering levels recorded on Bin cards?” 


“Are they observed?” 


Security was also covered, by such questions as: 

“What action is taken to ensure all requisitions, transfer and credit 
notes reach clerks for conversion into monthly usage vouchers ?” 

“What precautions are taken to protect: 

1. Goods awaiting transfer to storage or delivery points 


2. Goods in stores?” 


We were almost ready to start, but there was just one thing left to be 
done. I felt it would help to get down on paper a chart which illustrated 
the progress of multi-copy forms used in the function to be audited. These 
enabled one quickly to grasp the sometimes somewhat involved flow of 
documents and to decide where and what check points should be applied. 


At last we were ready. 


I was very careful to notify my own line of control—the Managing 
Director, you will recall—and the factory line control of the date when we 
intended to make a start. I am of the opinion that nothing is gained by 
commencing an audit (of this nature particularly) without first notifying 
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all concerned. In fact, pre-advice of a visit for audit purposes is, | think, 
appreciated and enables one to start off in a friendly and cooperative 
atmosphere. 


In this particular instance—and mainly because those employed in the 
area of operations had little or no experience of internal auditors and their 
activities—I made a point of asking the Factory Manager and Factory Con- 
troller to have a chat with me at the commencement of the audit. They 
were able and willing to tell me what they thought were the weak links in 
the chain and the problems which inevitably existed caused largely by 
growth at a high rate. They indicated that our assistance in straightening 
out some of the knottier problems would be appreciated. 


This initial approach conducted in a friendly atmosphere was, I felt, 
good for morale: theirs because they were made aware that we were not 
proposing to attempt to teach them their job, or that we intended to pull 
the whole set-up crashing to the ground—good for our morale because we 
had been made to feel welcome as part of the team. 


The audit proceeded pretty well along the lines we had envisaged, 
except that we had constantly to remind ourselves of the intention of the 
audit, which you will recall was: 


To examine and appraise the procedures and systems employed in 
order to ensure that: 


1. Acceptable modern methods relating to the handling and recording 
of receipts, storage and issues of supplies, equipment and inventory 
items were used, etc. etc. 


nh 


There was complete control and security exercised over Company's 
property. 

3. Accurate records of receipts, stock in hand, and issues were main- 
tained. 


We stopped short at the point where the raw materials entered the 
production departments, or the factory stores were handed over by the 
storeman against a requisition, or equipment purchased against an appro- 
priation was passed to the installations and maintenance departments or 
put on a lorry for despatch to our Wigan factory. 


Had we not clearly laid down and strictly adhered to our intention, we 
might still have been engaged on the audit! 


As it was, our coverage was extensive (on reflection perhaps too em- 
bracing). To give you an idea of the ground which we covered, here is a 
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list of the sections and departments represented at the series of meetings 
held to discuss the draft audit report : 


Factory Stock Records Factory Stores 

Engineers’ Stores Factory Engineer 

Factory Controller Cost Accounting 

Office Service Advertising 

Merchandizing Material Control 

Storage departments—raw materials, ingredients and packaging mater- 
ials. 


During the course of the audit we travelled with barrels of vege- 
tables in brine from the factory gate to the barrel park and from the barrel 
park to the receiving point in the production department. We followed 
trailer loads from packaging materials storage sheds to the filling and label- 
ling departments, and we observed the issue of engineers’ stores against 
maintenance departments’ requisitions. We compared physical stocks o 
raw materials against recorded stocks. We appraised the administration oi 
the various departments and the efficiency and ability of the supervision. 
Fire appliances were examined. Checks were made to ascertain whether 
there was a duplication of forms used and their routing was the shortest 
distance between two points. They were also checked for layout and infor 
mation, 


We wanted to know how often weighing scales were checked, and 
where various types of goods were received pre-packed into a con- 
tainer specifying the contents weight, we checked that as well. At all times 
we were most careful not to create the wrong impression, particularly when, 
for example, we felt it was in our province to appraise the methods and 
equipment used to handle the materials coming into the storage sheds. 


It must be emphasized that once the internal auditor moves out of the 
restrictive field of voucher checking, he must also accept the responsibility 
of getting to know and keeping in touch with a wide range of subjects, 
particularly those affecting his company’s type of business. 


Hence his value to his company in his job, and as potential material for 
top management training. 


At length our enquiries came to an end. We then had to decide the 
best way of dealing with the mass of information we had obtained. 


Obviously the first thing to do was to write a draft report, but should it 


be— 
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a. a report covering, in an all-embracing way, the function audited 
irrespective of division, department or section ; or 

b. separate shorter reports, covering the function but relative only to 
the separate department or sections. 


We decided on the second form. 


The next question to be answered was how do we communicate the 
report to all concerned. Do we make some copies and send them to the 
Director in charge of the Division or to someone else at a lower level, and 
let them sort it out. We felt the answer was to call together representatives 
of the departments or sections at a series of meetings held for the purpose 
of considering the draft report. It would have been possible to have done 
the job by calling a single meeting for this purpose at which all the repre- 
sentatives would have been present, but we rather boggled at the task of 
controlling the meeting and the possibility of its becoming a sounding board 
for interdepartmental feuds and the individual wanting to air a personal 
grievance. We decided to hold separate meetings for each group. At the 
meeting each representative was given a copy of the report applicable to 
his department or section. We held three separate meetings which passed 
off without incident, and with more or less general acceptance of each re 
port by all concerned. Where, in the opinion of those present, we had over- 
stated a situation or were a little off center in our conclusions, we made the 
necessary alterations to the script. Always we stated facts which if chal 
lenged could be established beyond question. 


The reports as agreed were copied and distributed to everyone present 
at the meetings, each of course—as at the meetings—receiving only the por- 
tion relevant to his participation in the function. In addition each Factory 
Manager received copies of the individual reports sent to all those under 
his control, The Factory Controller also had a set. So did the Director of 
Manufacturing and the Managing Director. Everyone was “in the picture,” 
but one thing remained to be done. I felt it was necessary to write an over- 
riding confidential report to my chief, making observations and recom- 
mendations which were for Board consideration and top management 
action only, if desirable. 


We learned many valuable lessons and probably made many mistakes in 
the course of this audit, but it was fun and we were very heartened by the 
subsequent action taken to implement our recommendations. Incidentally, 
a month or so after the reports had been distributed we combed through 
them and made a list of our recommendations which were sent with th« 
department’s compliments to the Factory Managers—they being the persons 








58 The Internal Auditor 


most likely to initiate action. These aides-memoires were appreciated and 
used. We received from time to time (and they were not asked for) progress 
reports on the implementation of the recommendations. 


I suppose one of the questions which is likely to be put is, “Are we 
satisfied with the results achieved by the audit?” The response has been 
good, but because some of the recommendations were pretty sweeping and 
are still in course of discussion, we cannot claim a 100 per cent success. 

















THE ROUND TABLE 
Edited by ROBERT C. BAIRD 





Thanks to our contributors we are receiving examples of service to manage- 
ment that are both interesting and inspiring. Many illustrate sizeable sav- 
ings realized as a result of the independent appraisal of an operation by 
alert internal auditors. 


This is your medium to tell others of your accomplishments on the 
positive side of auditing. Let us hear about them and benefit thereby. 


Articles, are welcome from nonmembers as well as members of THe 
INSTITUTE. Send your contributions to: 


The Round Table 

The Institute of Internal Auditors 
120 Wall Street 

New York 5, N. Y. 


Contributors’ names will be published only with the author's permission. 


a * 7 


DO NOT OVERLOOK THE OBVIOUS 


A primary method of transporting stolen property from a company’s prem 
ises is frequently overlooked by the auditors. The vehicles used for remov- 
ing these company assets may well be your company trucks which are 
used for general service duties such as going outside the company or plant 
premises to pick up from vendors emergency purchases, to take out tools 
and equipment that are to be repaired, to make emergency deliveries to 
customers of operating inventories, to remove scrap, and so forth. 


Your company may have what appears to be good physical protection 
of the plant premises, through protective fence, locked gates, plant protec- 
tion personnel at open gates and a system of gate passes. But, unless the 
gate control includes an inspection of the truck contents, unauthorized 
materials, tools, etc., may be going out of the premises. 


The possibility of your own truck drivers being the culprits is worth 
consideration because of their familiarity with the location of, and perhaps 
their having access to, those plant assets most susceptible to theft, such as 
stores materials, tools, equipment and scrap, 


It is the familiar scene that too often escapes notice. 
Chicago Chapter 
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UNAUTHORIZED BANK ACCOUNT 


Our stores are authorized to pay small expense bills from petty cash. 
Larger items are to be forwarded to the central accounting office for pay- 
ment. 


During a field audit, the auditor noted that several sizeable payments to 
out-of-town vendors had been made locally. The bookkeeper stated that 
the manager had made these payments by his personal checks. A visit to 
the local bank revealed that a checking account had been established, in 
the company name, by the manager. The payments in question had been 
handled by depositing store funds to this account and drawing checks pay- 
able to the vendors. In certain instances, the invoices supporting the cash 
paid out had been cleverly altered and checks had been issued for the 
lesser amounts. 


The auditor reviewed the bank records of all transactions recorded in 
the unauthorized bank account. It developed that the account had also been 
used as a means of diverting to the manager’s use checks payable to the 
company. These included items such as: 


1. Payments from collection agencies on written off accounts. 

2. Settlements from various companies on returned consignment in- 
ventory. 

3. Sale of scrap merchandise. 

4. Sales commissions. 


The bank account had been in existence for several years. Only in recent 
months had the manager used it as a means of payment for vendor’s in- 
voices, This may prove the old adage that the most clever embezzler will, 
sooner or later, make a mistake. 

Triple Cities Chapter 
* * * 


PERPETUAL INVENTORY SAVINGS 

The clerical work involved in accounting for distribution transformers 
when they are relocated is quite burdensome in most electric utilities. It is 
necessary to maintain a perpetual inventory card for each transformer, 
showing its size and type according to its electrical characteristics. When a 
transformer is issued for installation the same information recorded on the 
inventory card is required by the distribution department in order for them 
to know the transformer capacity installed at a given location. 


In our company when a transformer was issued from or returned to 
stock, a transformer change report was prepared which for the most part 
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duplicated the information on thé perpetual inventory card. The typing 
required for these was becoming voluminous. 


We sought and found a solution. The inventory card was redesigned 
so that it could also be used in the recording of transformer relocations. A 
desk model copy-flex reproducing machine was obtained. Now when a 
transformer is issued from stock, the inventory card is removed from the 
inventory file and reproduced in the copy-flex. The job number on which 
the transformer is to be installed is recorded on the reproduced copy which 
is sent to the distribution department for their records. The inventory card 
is then filed by transformer company number in a transformer installed file. 


Conversely, when a transformer is returned to stock, the inventory card 
is removed from the installed file and reproduced. The copy becomes the 
change report and the original is filed once again in the inventory card file, 
showing that the transformer is in stock. 


As a result of this change, the man-hours and the amount of paper work 
to properly account for transformer changes have been substantially re- 
duced, and eventually, it should be possible to reduce the number of clerks 
now employed, 

Rodney P. Colton 


Portland Chapter 
* * * 


UNAUTHORIZED BOOKKEEPING 
A business with some 250 retail outlets requires them to submit weekly 
statements of sales, cash disbursements, and invoices for payment centrally. 
Retail outlets do not keep double-entry books. A central accounting depart 


ment produces monthly statements of operations for these outlets in sum 
marized form. 


An audit disclosed that each retail outlet employed a clerk to maintain 
an unofficial bookkeeping system, so that questions could be answered when 
the monthly accounts were published. 


It was found possible to dispense with the services of the retail clerks 
by expanding the income and expense codes of the chart of accounts. The 
monthly operating statement now prepared centrally for each retail outlet 
is elaborate in terms of detail provided and supplies the data which had 
previously entailed detailed bookkeeping chores. The additional cost of the 


centralized machine accounting to produce this information amounts to the 
equivalent of compensation for two clerks, in contrast with about 250 now 
no longer on the payroll. 


Los Angeles Chapter 
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WATCH FOR PHYSICAL HAZARDS 


As Internal Auditors our men have occasion to visit all areas of operations, 
plants, sales offices and warehouses. They are trained to watch for proper 
control over all Company assets. Two valuable assets are people and prop- 
erty. Physical conditions which are hazardous can cause losses to either of 
these assets. To illustrate, conditions such as the following are signs that 
local management is not control conscious in this phase of their responsi- 
bility. 

Floors overloaded beyond their rated capacity 

Inventory piled in a hazardous fashion 

Floors in plant or office in poor condition or slippery 

Guard rails removed 

Unfilled fire buckets or extinguishers 

Improvised heating units exposing elements 

Dangerous pattern or path for vehicular traffic on premises 

Hazardous fumes, material, tools or equipment with inadequate 

protection. 


The effective auditor will develop his powers of observation to encom- 
pass a much greater list of potential risks. We have found that it pays big 
dividends. 

James R. Evans 


Philadelphia Chapter 
. 2 


SIMPLIFYING ACCOUNTING EFFORT 

A review of our “Freight and Cartage-In and Out” overhead account re- 
vealed that many of the entries were for small amounts of a few cents up. 
Analysing the source of these, we found that invoices for such other over- 
head items as stationery and blueprints reflected small prepaid parcel post 
or express charges separately, although the entire bill was paid to one 
vendor. Our Accounting Department was distributing these small charges 
to the freight account. 


In view of the demonstrable savings, particularly of time in key punch 
and manual distribution on the invoice block (there are several hundred 
like invoices a month), it was an easy selling job to have such invoice costs 
distributed only to the main account. 


The dual distribution has, however, continued for purchases of material 
going into inventory as otherwise unit prices would be distorted. 


St. Louis Chapter 














READERS’ PROBLEM CLINIC 


Edited by FREDERIC E. MINTS 





This department is devoted to providing helpful answers to reader ques- 
tions on internal auditing problems. Individual replies will be sent to all 
questions submitted, and those considered to be of general interest will 
be published in future issues. It should be noted that the opinions expressed 
in the answers are those of panel members to whom the questions were 
submitted and do not necessarily represent THe Institute's official posi- 
tion. Questions should be sent to: 

Readers’ Problem Clinic 

Institute of Internal Auditors 

120 Wall Street 

New York 5, N. Y. 


* * + 


RELIEVING THE AUDITOR OF LINE ACCOUNTING FUNCTIONS 


Q. It is generally agreed by INstiruTE members that the internal audit- 
ing department should not engage in line accounting functions but should 
confine itself to independent verification and review. Nevertheless, many 
of us are still required to perform such line activities as regular monthly 
bank reconciliations, pre-audit of accounts payable vouchers and taking 
physical inventories. Where it has been accepted practice for internal audit- 
ing to do these things, how can we convince management that they should 
be reassigned ? 


A. One possible approach might be on the basis of economy. A highly 
skilled audit staff would seem to be wasted in routine clerical activities. 
Even “junior auditors” can be used to better advantage in testing, confirm- 
ing and verifying the work of others. On the other hand, if the work is 
currently performed by a clerical group reporting to the internal auditor, 
the more basic argument of preserving the independence of persons re- 
sponsible for the audit function may be more appropriate. In any organiza- 
tion large enough to maintain an internal audit staff, there should be suffi- 
cient opportunity for achieving a satisfactory degree of segregation of 
duties without involving the audit staff in line functions. For example, if 
the Accounting Department prepares checks, then the Treasurer’s Depart- 
ment can receive and reconcile the bank statements, and so on. The audit 
staff can then occasionally test the work of the reconciler. As a final sugges- 
tion, you might enlist the aid of your public accountants in obtaining 
management approval for the transfer of these duties. 
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STAFF REQUIREMENTS FOR OPERATIONAL AUDITS 


Q. Is it feasible to begin a program of operational auditing in areas such 
as engineering, production and research with a staff having only an account- 
ing and financial background, or is it necessary to first hire at least one 
man with an industrial engineering background who can intelligently 
discuss operating problems with line supervision? 

A. A number of auditing departments are currently conducting a broad 
program of operational audits without having engineers or other experts 
on their staffs. In technical areas they direct their reviews largely to the 
question of administrative controls, and avoid any appearance of attempting 
to appraise the end products of functions for which they are not technically 
qualified. But they are eminently qualified to review paper work and reports 
and to ascertain whether approved procedures are being followed. For 
example—in an organization preparing engineering specifications, the 
auditor can ascertain whether there is a prescribed system of reviews and 
approvals and whether they are made promptly, whether the work is being 
scheduled to meet requirements, whether the working papers or source 
material used are adequately indexed and filed for future reference, and 
whether the specifications are written in such a way as to be readily under- 
stood by the users. We see no reason why it should be necessary for the 
operational auditor to be technically qualified or to pose as an expert in 
any field save that of administrative control. A large portion of common 
sense, the ability to ask intelligent questions and the administrative view- 
point are much more pertinent qualifications than technical education in any 
particular field. 


AUDITING DATA ON MAGNETIC TAPES 


QO. We are planning to review our payroll operations in the near future. 
However, much of the semi-permanent payroll information on each em- 
ployee is now in master records on magnetic tape only. How would you 
suggest that we audit this semi-permanent information? 


A. When information needed for audits is maintained only in magnetic 
tape form, we suggest that the data processing organization be requested to 
prepare a “printout” of all information in the master record for the em- 
ployees to be included in the auditors’ sample. The computer can easily be 
programmed to select such data on any basis the auditor may desire—pure 
random, a consecutive batch, or any spacing, such as every 10th or 20th 
name. The accuracy of this information can then be verified by tracing 
items back to original records. 
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WORKING PAPER REQUIREMENTS 


Q. Do you believe the auditor should be required to show on each of his 
work sheets or related group of work sheets the purpose for which they 
were prepared ? 


A. Yes, for two reasons. First, in our opinion the reviewer is assisted by 
being quickly made aware of what the auditor intended to portray. Second, 
and we think more important, a well defined purpose may help to eliminate 
excessive or unnecessary detail in the papers. If the auditor does not have 
in mind a clear-cut purpose which can be reduced to writing at the time he 
starts, the work sheets he prepares may have little relevance to the purpose 
of the entire audit, may be poorly organized and difficult to follow. Although 
not covered in your question, we believe a well-constructed work sheet (or 
lead sheet for a related group of working papers) should also contain an 
indication of the scope of the work done and a summary of the auditor's 
findings and his conclusions. These all assist the eventual supervisory re- 
view and report writing. 


* * * 


We have been asked by a reader to help him obtain information to be used 
in his doctoral thesis. If you know of any firms which collect and use “con- 
version costs” (i.e. direct labor plus overhead) to control their operations, 
or of any published papers on this subject, please write directly to J. 
Boddewyn, 6315 Radford Drive, Seattle 15, Washington. 








STUDENT’S DEPARTMENT 


Edited by C. A. WINDT 





Articles in these pages are compiled because of their special help 


and interest to students. 


APPROACH 


According to Webster, the word “approach” has a versatile usage in the 
English language. Among other meanings, it is defined as “the taking of 
preliminary steps to accomplishment ; advances, as, new lines of approach.” 
When we stop to consider and analyze the implications of this word, its 
importance to the internal auditor in the performance of his day-to-day 
assignments becomes readily apparent. 


The “approach” to a regular work assignment can mean carrying out 
a number of routine tasks, such as reviewing the prior work papers, current 
financial reports, procedures manuals, etc. An “approach” to an assignment 
can also mean determining an objective in advance or even fixing a point 
of view with respect to the work ahead. 


In this latter instance the auditor’s “attitude” will no doubt contribute 
considerably to his advance appraisal and may have a dominant affect on 
the final results of the audit. The development of a proper attitude by the 
internal auditor can have a direct bearing on his relationships with the 
people whom he contacts daily. It can mean that his job will be made 
easier if he has an open mind and proper consideration for his fellow 
workers. It can also mean that his work will receive faster recognition if 
his attitude reflects a management viewpoint. 


Because of the expanding scope of the internal auditing function and 
the gradual growth from purely financial into operational type auditing, 
we find increasing emphasis on developing “new lines of approach.” In the 
discharge of his responsibilities under these circumstances, the auditor 
will frequently find it necessary to enter unfamiliar areas where his pur- 
pose may not be fully understood. His attitude in handling himself at such 
times can be of utmost importance in determining the stature of the internal 
auditing function in the business organization as well as in assuring that 
his efforts will provide the best possible service to management. 
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WHAT DO INTERNAL AUDITORS DO?* 
By J. O. DAVIES 


Chief Internal Auditor, National Coal Board 
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Recognition of the intcrnal auditing profession has been gradually ex- 
panding throughout the world as evidenced by the growing international 
character of Tue INstTirUTE or INTERNAL Aupitors. The following article 
is indicative of the increasing interest with which all segments of business 
in foreign lands view the importance of the internal auditing function. 


HE internal auditor is a comparative newcomer on the company scene, 

despite the fact that internal auditing as a function is present in every 
business whatever its size. What in effect the term internal auditing repre- 
sents is control concerned with the examination and appraisal of other con- 
trols. The aim of internal auditing is to ensure that the assets of a business 
are properly protected and accounted for, that current transactions are 
promptly and completely recorded, that faulty, inefficient or fraudulent 
operations are revealed, and that the business is adequately protected against 
waste, fraud and loss. But it is only within recent years that the internal 
auditing function has assumed recognizable business status—it was certain- 
ly almost unheard of before 1940. Tue InstiTuTE or INTERNAL AUDITORS 
was incorporated in 1941 in the United States and has associated organiza- 
tions known as Chapters in four continents. In the United Kingdom the 
London Chapter is 12 years old and the Manchester Chapter began two 
years ago. Chapters have now been formed in Newcastle, Glasgow, Birm- 
ingham, Yorkshire and East Midlands. Total membership of the main body 
is over 4,000 representing nearly 2,000 firms. 


The internal auditor sees himself coming into the business picture when 
informal, personal control becomes increasingly difficult owing to the 
growth of business. The internal auditor goes into a section of a business, 
as the representative of management, with two main objectives in his work. 
He begins with consideration of the “protection” of the business. Are in- 
ventories and cash on hand; are the operating reports correctly prepared ; 
are organizational checks and balances set up and maintained so that there 
is adequate control against fraud and wasteful operations? Are procedures 
being followed as prescribed by management? Using the facts developed 
and his own observation, the internal auditor then goes on to the “con- 


* Reprinted from The Director, Journal of the Institute of Directors 
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structive” appraisal of operations. In this he is concerned with such ques- 
tions as: Are prescribed procedures adequate, or wasteful? Do reports 
really convey a true picture of operations to management? Has some de- 
velopment been made by local management that might be applied to advan- 
tage elsewhere in the organization? Are policies prescribed by management 
adequate and effective? 


This service may extend beyond the traditional fields of accounting and 
finance into such operating departments of the business as sales, purchasing, 
production, and advertising. 


As opposed to the accountant’s normal viewpoint, the internal auditor 
is as much interested in controls and procedures as he is in end results. 
His job is to look at the effectiveness of operation, see how individuals per- 
form their work, how the operation and the control of one office compares 
with a similar office elsewhere in the organization. He is always interested 
in improving the operation, improving control and increasing profits—and 
has a definite responsibility in this connection. 


Independence is essential to the effectiveness of the internal auditing 
function ; therefore the head of the internal audit department will usually 
report directly to a senior executive, controller or managing director, or 
committee of the board of directors. Such organizational status, coupled 
with the comparatively small size of the internal auditing department and 
the company-wide scope of assignment, means that the internal auditor 
will come in contact with executives throughout his company, he will get to 
know them and—more important—they will learn to know him, his capa- 
bilities, and his work. But it should be remembered, he does not exercise 
direct authority over those whose work he reviews. 


Some companies take advantage of the broad contact and scope of the 
internal audit work to use the internal auditing department as executive 
training ground. Potential executives from all departments in the business 
are assigned to the internal audit staff for a limited term, as a means of 
acquiring knowledge and perspective of the entire business, preliminary to 
promotion elsewhere in the organization. 


Generally, salaries paid in an internal auditing department will parallel 
those of comparable positions elsewhere in the financial organization of 

J. O. DAVIES is Chief Internal Auditor of the National Coal Board in England. 
Prior to joining the National Coal Board in 1947 he was for six years a Works 
Accountant with Imperial Chemical Industries Limited. Mr. Davies is European 
Regional Vice President of Tue INstiTuTE or INTERNAL AvDITORS, is a past presi- 
dent of London Chapter, is a member of the Editorial Committee and of the Organi- 
cational Review Committee, and is a Thurston Award winner. 
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the business. Promotion is usually made either within the internal auditing 
department or to executive positions in other departments of the company. 


Because his job could easily be mistaken for that of a company “spy’’— 
and the internal auditor does not resent being described as “the eyes and 
ears of management”—-special personal qualifications are called for if he is 
to make a success of his job. Above all, he must have a well-developed 
sense of proportion and values—or “business sense.” In his work he must 
be able to separate the trivial from the important—to realize that a non- 
recurring minor difference in the petty cash account is unimportant in re- 
lation to the loss of substantial quantities of sales promotion material be- 
cause of careless stock-keeping. He must be able to get on well with others, 
he must have “contact ability.” 


An internal auditor should have a natural curiosity about “how” and 
“why” things are done. The records and reports of any business are princi- 
pally historical and are of value only as they give a complete and correct 
picture to management of the operations which they cover. A preliminary 
and a continuing part of most internal audit assignments is to personally 
observe the operations, as a basis for intelligent appraisal of the related 
control measures. Personal popularity will make such observations much 
easier—and more efficient. THe INsTITUTE oF INTERNAL AUDITORS con- 
siders that any company with 500 or more employees has an internal audit 
department or is a likely candidate for one ; consequently, it is not surprising 
that the demand for good men in this field is growing and that they are 
becoming increasingly hard to find. 
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INTERNAL AUDITING--A SERVICE TO 
MANAGEMENT* 

fy t.. &. TO8F 

Controller, Bristol Laboratories 


Rendering service to management has long been one of the prime tenets 
of the internal auditing profession. In the following article the author dis- 
courses on the various levels of management, the corresponding levels of 
auditing activity, and related responsibilities of the internal auditor. 


a eee _ — = a 


INTRODUCTION 


How many auditors are aware of the fact that the principles of internal 
auditing, or at least some of them, were actually set forth by none other 
than Rudyard Kipling? To be sure, Kipling probably did not have internal 
auditing in mind when he wrote the following lines; nevertheless, a pro- 
jection of his basic idea can easily afford a comparison with some of the 
principles of internal auditing. We might term the following, Kipling’s 
contribution to internal auditing : 

“I keep six honest serving men 

They taught me all I knew 

Their names are What and Why and When 
And How and Where and Who” 


As we attempt to apply the internal auditing principles with which we 
are familiar to the foregoing quotation, we can in all probability immediately 
formulate the following questions : 


Why should the work be done? 
What is the work to be done? 
How is the work to be done? 
Who is to do the work? 

Where is the work to be done? 
When is the work to be done? 


3y substituting such words as—policy—procedure—audit—system— 
for the word “work” and by replacing the word “done” by verbs more ap- 
plicable to the substituted words, one can readily appreciate the value of 
Kipling’s contribution to internal auditing. In fact, further questions which 


* Presented at a Central New York Chapter Meeting. 
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arise because of the projection could readily include: 


Can the operation be eliminated? 
Can it be combined with some other operation? 
Can the sequence of the operation be changed? 
Can the operation be simplified ? 


Whatever interpretation is ascribed to Kipling’s words, it is always 
helpful to review some of the concepts and principles of internal auditing 
in order that we can appreciate the contribution this activity can make to 
the management which it serves. 


INTERNAL AUDITING 

During the early part of its history, internal auditing was largely looked 
upon as a clerical function, and unfortunately even today many companies 
still consider this its main function. Whether such a point of view can be 
changed is difficult to determine, because the stature of internal auditing 
within a company is not only dependent upon applying its principles to com- 
pany operations, but equally and perhaps more important, is dependent 
upon the individual who is responsible for performing this function. Thus, 
if internal auditing has not attained the place of importance in the company 
organization which you as an internal auditor feel it should have, take a 
good hard objective look at the possiblity of “selling” the internal audit 
function to management. 


In a broad sense, internal auditing is viewed as falling into two classes: 
a. Internal Auditing—Clerical 
b. Internal Auditing— Managerial 


Basically, clerical internal auditing is a policing activity in general 
limited to financial and accounting records. The main objective of this form 
of internal auditing is the detection and prevention of errors and fraud. It 
usually encompasses such procedures as—substantiating balances—recon 
ciling records—checking mathematical computations—reviewing account 
ing distributions—and performing other routine functions of a similar na- 
ture, Without deprecating its value or its relative importance, clerical in 
ternal auditing fills a need and serves a definite purpose in areas such as 
the foregoing. 


When we define managerial internal auditing, we must put the emphasis 
upon the rendering of not only protective services but more important, 
constructive services in accordance with previously established standards. 
This field of internal auditing is such that an internal auditor with imagina- 
tion, tact, and initiative will find an opportunity for unlimited activity. It 
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is the kind of opportunity which is welcomed by those properly trained 
individuals who have developed the “why” attitude. You will note from 
the definition of internal auditing as formulated by Tue Institute or In- 
TERNAL AupiITorRS, and as quoted below, that managerial internal auditing 
encompasses a much broader activity than that envisioned by the clerical 
type of audit. 


“Internal auditing is an independent appraisal activity within an organi- 
zation for the review of the accounting, financial and other operations as a 
basis for protective and constructive service to management. It is a type 
of control which functions by measuring and evaluating the effectiveness 
of other types of control. It deals primarily with accounting and financial 
matters, but it may also properly deal with matters of an operating nature.” 


As stated in the above definition, internal auditing is a type of control 
which functions by measuring and evaluating the effectiveness of other types 
of control. Management controls have become increasingly important over 
the years, so much so that this subject has appeared with greater frequency 
in our business publications. 


One of the more important problems which every executive must meet 
and solve is that of coordination and control of the functions for which he 
is responsible, whether he be the head of a small department or the presi- 
dent of the company. 


Because controls deteriorate and become obsolete just as much as physi- 
cal properties, proper maintenance is as essential as it is in the case of 
machinery and equipment. It is, therefore, of prime importance that con- 
trols must not only be adequate, they must be effective. 


As happens so very often, individuals who are charged with the re- 
sponsibility of initiating and operating the controls and who, therefore, 
have a real responsibility for their maintenance are so many times absorbed 
in other duties that they do not always recognize specific points in these 
controls that require attention. It follows, therefore, that the internal auditor 
who has no operating duties is naturally in a better position to assure that 
internal controls are satisfactorily maintained. 





HANS C. TODT is Comptroller of Bristol Laboratories Inc., is a graduate of 
New York University and is a CPA of the State of New York. He is a Vice- 
President of the American Accounting Association, a member of the Advisory Board 
of the Institute of Accounting of Columbia University, and a member of the Controllers 
Institute, the American Institute of CPAs and the National Association of Account- 
ants. 
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WHAT IS INTERNAL CONTROL? 


Although it would appear to be unnecessary and in fact may be entirely) 
superfluous to define internal control, it might be helpful to consider what 
we understand by internal control. 


Without a doubt, there are many definitions of this term. Much has 
been written on this subject, and so often internal control has been confused 
with internal check. Perhaps we should review the definition of The Com- 
mittee on Auditing Procedure of the American Institute of Certified Public 
Accountants at this point to set our thinking straight. 


“Internal control comprises the plan of organization and all of the co- 
ordinate methods and measures adopted within a business to safeguard its 
assets, check the accuracy and reliability of its accounting data, promote 
operational efficiency, and encourage adherence to prescribed managerial 
policies.” 


On the basis of the foregoing definition, it is apparent that internal con 
trol should include all the methods which enable management to keep in- 
formed about its business—maintain efficient operations—coordinate its 
functions effectively—protect its.property and other interests—achieve its 
objectives in accordance with its plans and policies. 


Since there appears to be some confusion between the terms of internal 
control and internal check, we might attempt to clarify the picture by 
stating that an internal check is one of the many individual controls which 
collectively go to make up the internal control system. Internal control, as 
such, is basically established to lessen the opportunity for fraud or error. 


RELATIONSHIP OF INTERNAL AUDITING TO MANAGEMENT 


Since there are different levels of management, it follows that there are 
different levels of internal auditing, because the level of management to 
which the auditor reports indicates the level of importance attached to the 
internal auditing function. 


To illustrate, one level of management could be classified as proprietary 
management. As its name implies, it represents those persons who have a 
financial or proprietary interest in the company, but who do not actually 
direct the affairs of the company. 


Internal auditing related to this level of management is probably rated 
the highest because the auditor is appointed by and reports to the owner. 
Under this type of alignment, usually exemplified by absentee ownership, 
the auditor’s activities are very broad. 
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Executive or staff management is represented by individuals who are 
responsible for making policies and planning activities of a company. Under 
this type of management, the auditor may report to either the president or 
to another duly elected officer of the company. Examples of these latter 
persons would be—Comptroller, Vice President in charge of Finance, etc. 
Where the auditor at this level of management reports to the staff head, his 
activity may be limited to a review of the functions for which the staff head 
is directly responsible. An example would be an auditor reporting to the 
Treasurer. 


Finally, there is that type of internal auditing created by a department 
head to operate within his own responsibility area, which might be called 
departmental auditing.- This usually consists of activities such as payroll 
auditing, branch auditing, accounts payable auditing, or auditing activity 
of a similar nature. 


Regardless of the type of internal auditing that has been established 
within the company, it should be emphasized that when the auditing func- 
tion is properly organized and adequately staffed, it has the opportunity to 
become an effective service to management. Thus, the auditor should be 
constantly reviewing operations for evidence of waste, or indications of 
other matters which are generally detrimental to the company. He should 
also be alert to note operations that are not performed in accordaace with 
previously established plans and policies. 


One danger against which the auditor will have to defend himself in 
order to adequately and effectively perform his duties is the growing tend- 
ency of management to assign him “special projects” or operating responsi- 
bilities to an extent that the company is deprived of the real value of his 
capabilities. 


INTERNAL AUDITING—RELATIONSHIP TO OTHER DEPARTMENTS 


The auditor has an excellent opportunity to gain management stature 
through self-expression. By means of his various reports, memoranda, and 
other written media, the auditor reaches all segments of management. This 
opportunity for self-expression imposes a great responsibility upon the 
auditor, for the manner in which he expresses himself can be important in 
future relationships with other departments. 


In his day-to-day contact with department heads, relationships can 
sometimes become irritating, and the auditor must always employ tact and 
diplomacy. Maintaining a rough or discourteous demeanor can materially 
affect the worth of the auditor’s services. In the final analysis, there is 

















Student's Department 75 


usually a cause behind all human behavior, and the auditor has the oppor- 
tunity to do his part in adjusting human relationships. One doesn’t have to 
like every one, but one does owe it to one’s self-respect to be considerate 
and decent. As Dr. C. Gilvert Wrenn of the University of Minnesota said, 
“to respect the dignity and worth of another man’s personality, is to be 
mature.” Respect for the work performed in other departments is a part of 
the picture, since they are all part of the company organization, including 
the auditor. Therefore, the better the auditor knows their tasks and prob- 
lems, the better he can appreciate his own function in relation to theirs. 
Such knowledge can form the basis for more effective teamwork. 


SUMMARY 


In summarizing, we can conclude that internal auditing is a form of 
management control and that internal auditing renders a real service to 
management by means of the following activities : 

a. To assure proper execution of delegated responsibilities 

b. To assure clerical accuracy of data from which reports are preparec 

c. To discover waste and exposures detrimental to the company’s 

interest 
d. To review the adequacy and effectiveness of controls 

e. To prepare the necessary reports on reviews of operating policies 

and procedures 

f. To uncover fraud and error 

g. To prepare special project reports as required 

The foregoing is only a partial list, but it is indicative of the many 
varied activities of the auditor, which are so many in fact that we are re- 
minded of the words of the Red Queen to Alice in “Through the Looking 
Glass” : 


“It takes all the running you can do to keep in the same place. If 
you want to get somewhere else, you must run at least twice as fast.” 
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INTERNAL AUDITING--THE NEW LOOK 
IN ACCOUNTANCY* 


By RICHARD T. COOPER 


profession in the business community. He points to the difference between 
the accounting and the auditing functions and appraises the increasing use 
of the internal auditing activity as a control technique in an expanding era 
of decentralized business management. 


O proceed with our premise we must first define, “What is Internal 

Auditing?” “Internal Auditing is an independent appraisal activity 
within an organization for the review of accounting, financial and other 
operations as a basis for service to management. It is a managerial control, 
which functions by measuring and evaluating the effectiveness of other 
controls.”’ Stated in broad general terms, the over-all objective of the in- 
ternal auditor is to assist management so that it can achieve the most 
efficient administration of the operations of a company. 


Internal auditing is a relatively new field. Before 1941 internal auditing 
was largely unrecognized and generally considered an integral part of 
other business functions. Individual companies had established varying 
policies ; thus, at that time there were no universally accepted principles in 
this field. However, in 1941 the then practicing internal auditors united and 
formed THe INSTITUTE OF INTERNAL AupiToRs. Some six years later THE 
INsTITUTE developed and published a “Statement of the Responsibilities of 
the Internal Auditor” which was to become the first recognized presenta- 
tion of internal auditing principles, Since the inception of Tue Institute 
there has been a continual growth of the profession, and periodically, the 
concept of internal auditing has en reappraised by Tue INstITUTE to 
keep pace with developments in the field. Internal auditing as a separate 
business function is being recognized more and more by industry as a 
requirement to assure effective internal control. 


In the past twenty years industry has grown tremendously. Small busi- 
nesses have become large, and the large companies have become giant size 


* Winner of the 1959 Triple Cities Student Award in an essay contest sponsored by 
Triple Cities Chapter for senior accounting students in several local colleges and 
universities. 

1 Tue Institute oF INTERNAL Avupitors, Statement of the Responsibilities of the 

Internal Auditor, p. 1. 
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As industries have grown, management has lost many of the advantages of 
direct contact with many of its subordinates. A decision requires the use 
of a long chain of command. Departments have become more numerous, 
and new levels of managerial responsibilities have come into being. Thou- 
sands of important decisions are made each day in large industries without 
even the knowledge of the Boards of Directors or top management. This is 
not to say that top management has abandoned its right to formulate de- 
cision-making policies. They do determine such important and all-inclusive 
policies but have delegated a great deal of the responsibility for implement- 
ing these policies to subordinates. Because of the huge size of many Ameri- 
can industries, it has been necessary to decentralize in order to obtain more 
efficient operations. 


The great move for decentralization in industry has brought about the 
need for someone to ascertain whether company policies and procedures 
laid down by top executives were being carried out within the individual 
segments of a business. Widely distributed companies first became aware 
of the need for such a control, and it was then that internal auditing began 
to emerge as an investigating agency to serve management in this capacity. 
Many routine and normal activities were and are being run by remote 
control; consequently, personal observations, evaluations, and actual tests 
of transactions must be made from time to time in order to assure that the 
business entity is properly administered and management interests safe- 
guarded. 


From the foregoing, it can be seen why the need for internal auditing 
came about and why it has grown as industry has grown. In 1941 Tui 
INSTITUTE OF INTERNAL AupiIToRs had an original membership of twenty- 
four, and at present the membership numbers over forty-one hundred 
representing more than two thousand different companies. Today in practi- 
cally all large corporations, a separate department of internal auditing has 
been established. Also, there is no indication of a decrease in the field of 
internal auditing ; on the contrary, a continuing rise is contemplated. 


Now, let us review the position of internal auditing within the general 
framework of the accounting system to see how general accounting and 
internal auditing differ and coincide. The underlying principles of account- 
ing are strictly adhered to by the internal auditor. In fact, it is part of his 
responsibility to see that others in the accounting departments of industry 
do likewise, “Accounting is the process of classifying and recording busi- 
ness transactions and of analyzing to what extent these transactions affect 
the earnings of a business. Accounting aims at revealing the financial 








78 The Internal Auditor 
changes which take place within it from time to time.’ Thus, accountants 
deal only with recording, classifying, and analyzing transactions having 
financial implications that fall within the general scope of accounting as 
defined above. Although in the beginning internal auditors were primarily 
concerned with the review of accounting and financial matters, this scope 
has been gradually expanded in recent years to cover many operational 
procedures in some companies. 


Under this changing concept internal auditing is not now considered 
exclusively an accounting function but has come to be regarded as a 
management-control function. In addition to the need for verification of 
revenues and transactions of accounting, management has now realized the 
necessity for an independent examination of records and procedures 
throughout the company. It is easy for one to see how the internal auditor 
was in an excellent position to fulfill this need and was well qualified to 
recommend improvements of existing procedures and to suggest new ones. 
The internal auditor checks against fraud, waste, hazards, deviations from 
policies or procedures, faulty reports, and many other similar occurrences 
within a company. It is his job to recognize defects and recommend ade- 
quate remedies. By the proper discharge of his responsibilities the internal 
auditor gains stature within his company and can become one of the major 
tools of management. 


It must be made clear that internal auditing is an advisory function not 
an operating function. It does not exert authority over anyone nor does it 
have the responsibility to do so. Generally, the internal auditor should not 
participate in the formation of policies or procedures because such action 
might prejudice his independent status. Furthermore, under certain cir- 
cumstances the internal auditor may not be required to appraise or evaluate 
procedures and policies which have been recommended to management. 
Primarily, the internal auditor is interested only in seeking out flaws or 
areas susceptible of improvement in his company and in offering construc- 
tive suggestions for corrective action, and this is all his job involves. 


To properly summarize the current concept of the scope and objective 
of internal auditing, the following quotation is taken from the revised 
“Statement of Responsibilities of the Internal Auditor,” approved by the 
Board of Directors of THe INstiTuTE or INTERNAL AvupiTors on May 30, 


2 Tunick & Saxe, Fundamental Accounting-Theory and Practice, p. 10. 


RICHARD T. COOPER is an accounting major at Harpur College. Prior to 
entering Harpur in 1957 he had studied mechanical technology at Broome College, 
worked for a brief period at IBM and had served in the Armed Services. 
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1957. “The overall objective of internal auditing is to assist all members of 
management in the effective discharge of their responsibilities by furnishing 
them with objective analyses, appraisals, recommendations, pertinent com- 
ments concerning the activities reviewed. The internal auditor therefore 
should be concerned with any phase of business activity wherein he can be 
of service to management.” 


One can see from the above quotation that internal auditing involves a 
great deal more than just a consideration of general accounting matters. 
However, it should be pointed out that an important part of the internal 
auditor’s job is still concerned with recommending improvements to exist- 
ing accounting practices and established procedures. To properly carry 
out his objective appraisal activities the internal auditor must be completely 
independent from the accounting function and deal with it only as he 
would with other phases of the business operation. 


In the foregoing paragraph, considerable emphasis has been placed on 
the independence of the internal auditor. This independence is essential to 
the maintenance of an effective internal auditing program, and many com- 
panies have recognized this fact. Some of the reasons why management 
has given the internal auditor this freedom of action follow: The internal 
auditor must be objective at all times and to do so he must be free to ob- 
serve, evaluate, and recommend without interference. Part of his duty is 
to assist those with responsibility, and if he must take direction from these 
same people he cannot hope to accomplish his purpose and effectively 
serve management. Public accountants insist that internal auditors be given 
independence of action if their work is to be an acceptable part of the in- 
ternal control system. This is to say that if the internal auditor arrives at 
his conclusions without the influence or direction of others, the outside 
auditor is in better position to accept such conclusions (properly supported) 
with more reiiability and respect. This could lead to a reduction in the ex- 
tent of examination by the outside auditor and probably save the company 
involved a cousiderable amount of money. On the contrary, if the internal 
auditor does not have an independent status in the company, his work 
cannot be regarded with the proper degree of reliability and would probably 
not be acceptable to the outside auditor in lieu of his own examination. 


Management has realized over the years that accounting has limitations 
as a control function, and that as a result, other control techniques are 
needed. Whereas the accounting activity usually pertains just to the hand- 
ling and recording of business transactions and the financial dealings and 
conditions of a company, many other important functions and related con- 
trol procedures within a company should require continued review and 
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evaluation. Thus, the internal auditor becomes a control to measure and 
evaluate other types of control. Companies who realize that internal audit 
ing is not a part of the accounting system tend to give the internal auditor 
greater independence, and once that is accomplished internal auditing be- 
comes recognized as a necessary part of the management-control function. 


There is a great degree of difference between internal auditing and pub- 
lic accounting. The public accountant reviews, verifies, and renders opinions 
on the financial statements of a company as of a given date and for a certain 
period. Although the public accountant usually reports any deficiencies he 
finds in control functions and procedures, he is more apt to be concerned 
that the over-all control system is adequate to assure the development of 
correct financial statements. The internal auditor, on the other hand, is 
more interested in how the detailed procedures and controls are admin- 
istered to assure that company interests are adequately safeguarded and 
that the end results are satisfactory. He is also interested to a large extent 
in operating efficiencies and in improving control and increasing profits. 


The preceding paragraphs have attempted to describe how internal 
auditing is, indeed, the new look in accounting, While the principles of 
accounting are strictly adhered to by internal auditors, the scope of internal 
auditing involves a much broader consideration cf all business operations. 
In fact, internal auditing is being considered more and more by companies 
as a separate and distinct function from accounting. A relatively new field 
which has grown tremendously in importance in the last few years, internal 
auditing is now being recognized by management as a necessary tool for 
efficient operation. 


Internal auditing offers job opportunities for accountants already in 
companies, for public accountants, and for college graduates with an 
accounting background. Although a knowledge of fundamental accounting 
principles is a desired requisite for the future internal auditor, the expand- 
ing scope from internal to operational auditing suggests a coming need for 
a more diversified business background if the full potential of the oppor- 
tunities in this new field is to be realized. 
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READINGS OF INTEREST 
TO INTERNAL AUDITORS 


IMPROVING THE MANAGEMENT OF RESEARCH 
William L. Swager, Battelle Memorial institute 
Published in Business Horizons, Winter 1959 
(School of Business, Indiana University, Bloomington, Ind. 


The very rapid growth of the entire activity called research has 
caused many problems for management. Too often the research pro- 
gram seems to lack order and control, yet both are needed as the 
government and private industry both continue to pour billions into 
research. 


In industrial research, management has two roles, both consisting of 
planning, organizing and controlling group efforts—one on the busi- 
ness side, the other technical. Often these two roles are not recog- 
nized, and the entire problem is further aggravated by the difficulties 
of communication between research and the rest of the company. 


The author discusses ways to improve the management of research 
through continual looking ahead, visualizing possibilities for research 
and interpreting trends for top management, through crystallizing 
long-range business goals, and through clarifying the technical ob- 
jectives of those goals. 


THE MILEPOST APPROACH TO CONTROL OF RESEARCH AND DE- 


VELOPMENT PROJECTS 
Harry J. Kraig, Ernst and Ernst 
Published in N.A.A. Bulletin, January 1960 
(505 Park Avenue, New York 22, N. Y.) 


“Industry and government today are spending a combined total of 
more than $10 billion annually on research and development. A large 
proportion of this cost is relatively uncontrolled or ineffectively con- 
trolled.” A big problem is the amount of over-runs, which of course 
decrease the profit margin. In this article the author provides a de- 
tailed description of one approach to controlling research and develop- 
ment costs. The aim of this approach is to provide adequate operating 
information to the engineer and to relieve him of the excessive paper- 
work otherwise required, thus freeing him to devote his time to engin- 
eering problems. 


Discussed in the article are engineering department organization, pro- 
ject planning and estimating, outlining a project in terms of mileposts, 
labor reports, project status reports, summary reports of variances, 
and a comparison to other methods of project status reporting. Under 
the milepost plan the large mass of the project is broken into small 
pieces subject to control. Data handling and processing remain about 
the same. Timely performance of the accounting function provides 
controls, aids the engineer, and provides important information to be 
used for scheduling and estimating. 
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Subject: THE ROAD TO BETTER COLLEGIATE EDUCATION FOR ACCOUNTING 
By: William C. Flewellyn, Jr., University of Alabama 
VPublished in N.A.A. Bulletin, November 1959 
(505 Park Avenue, New York 22, N. Y.) 


The rapid strides made in acceptance of collegiate accounting edu- 


cators. Accountants need to know the aims of the educators—and 
educators need to know what kind of graduate the businessmen want. 


and of the establishment of standards for business education. Two of 
the problems faced by 
demands created by the increased number of students and the need 


in summer jobs—fo better equip them to know the needs of account- 


program. Because of the good work done by its professional organi- 
zation, public accounting is very strongly represented. The work of 
the CPAs and their organizations is of great help to the educators— 
but industrial accountants could greatly help both their profession 
and the educators by acquainting themselves with the needs of their 
local schools and colleges and providing material in the form of films, 


Professor Flewellyn also discusses the need to attract qualified stu- 
dents into the accounting field and some of the means that can be 
used. To prevent the stagnation of collegiate education both industrial 
and public accountants must work closely with the educators. 


Subject: INTERNAL AUDITING (2nd Edition) 
By: W. W. Bigg and J. O. Davies 


The first edition of this book, published in 1953, was written to fill 
a need for a work on modern internal auditing published in the United 
Kingdom. The reception accorded that edition more than justified the 
authors’ belief that such a need existed. 


The present edition has been revised wherever necessary to bring the 
material up to date, and several new sections have been added, includ- 
ing the revised “Statement of Responsibilities of the Internal Auditor” 


included in the appendix are the notes issued by the Institute of 


Chartered Accountants in England and Wales on the relation of the 


of the report, the administration of an internal auditing department 
and the value of internal auditing as an aid to management. 
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Readings of Interest 


HOW TO APPRAISE EXECUTIVE PERFORMANCE 
Arch Patton, McKinsey and Company 


y Published in Harvard Business Review, January-Februory 1960 
(Soldiers Field, Boston 63, Mass. 


Accurate prejudgment of executive capacity is almost impossible, thus 
appraisal must be based on performance. Here again, difficulties are 
encountered under the prevalent system of appraisal whereby a super- 
ior judges whether or not a bonus or merit increase is warranted 
Such a system provides no exact standard against which to measure 
performance, and personality factors are apt to assume undue import- 
ance. 


The author of this article details a planned performance approach to 
appraisal of executive performance which is already being tried in 
several companies. Under this system increased disciplines are im- 
posed on the management process, since individual targets are set for 
each executive. The targets must be attainable and deemed fair by 
the executives under judgment, therefore the company must think 
hard about its objectives and review them constantly. Responsibilities 
must be studied in relation to the individual and to the business. Ad- 
vantages are that appraisal is based on performance, not personality ; 
mathematics provides a guide line, not a final decision; outstanding 
and poor performers receive primary attention. 


The planned performance approach requires a great deal of time and 
effort on the part of management. However, companies that are using 
this approach feel that it is a major improvement over previous 
methods. 


JOB DESCRIPTIONS FOR EXECUTIVES 
John K. Hemphill, Educational Testing Service 


Published in Harvard Business Review, September-October 1959 


Soldiers Field, Boston 63, Mass 


Descriptions of executive jobs are often vague, yet proper descrip 
tions could be very helpful to management in defining job area and 
responsibility, appraising performance, determining salary ranges, 
and developing management abilities. The Educational Testing Ser- 
vice has developed a new approach to this problem based on ten 
dimensions of managerial work. These dimensions are briefly dis- 
cussed in the article and titles of positions that generally rank high 
are listed with each—although titles are often misleading. 


A questionnaire organized into four parts—position activities, posi 
tion responsibilities, position demands and restrictions, and position 
characteristics, miscellaneous—is the first part of the method used. 
The person questioned scores each of his answers according to a scale 
However, interpretation of the total questionnaire is whet provides 
management with necessary information, not individual questions and 
answers. The author discusses various applications of this approach 
and the ways that proper job description can be of great help to 
management. 
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CORPORATE ANNUAL REPORTS: FINANCIAL FANTASY 
L. Vann Seawell, Indiana University 


~ Published in Business Horizons, Fall 1959 


(School of Business, Indiana University, Bloomington, Ind.) 


Corporate financial statements should be accurate records of the re- 
sults of business operations. As such, they are studied by stockholders 
and form the basis for decisions and policies of such groups as labor, 
business, creditors, investors and government agencies. Yet the author 
states that far from being a reliable source of information, these state- 
ments are often a “financial fantasy.” 


Professor Seawell has studied the reports of nearly 800 American 
industrial corporations and their relationship to the accounting prin- 
ciples set forth in AICPA Bulletins. “If the Institute bulletins ar: 
statements of accounting principles, they are not generally accepted 
accounting principles.” The author has taken seven areas of financial 
reporting and discusses each in terms of the principle and the com- 
pliance or noncompliance of reports studied. He concludes that there 
is an imperative need for setting uniform accounting principles which 
are generally agreed upon and for strengthening the language of the 
bulletins from “ordinarily desirable” and “where practicable” to 
“must.” “All this is not to say that rigid uniformity of accounting 
principles is desirable or attainable, but a complete lack of standard- 
ization in financial reporting cannot be tolerated.” 


FACING FACTS IN FINANCIAL REPORTING 
Donald Gordon, Canadian National Railways 


Published in The Accountant, November 14, 1959 


4 Drapers Gardens, Throgmorton Avenue, London, E.C. 2, Eng- 


land) 


“For some years now business men have had reservations about the 
degree of reality actually revealed in financial reports, and the use- 
fulness of these reports as a guide to investment and other business 
decisions.” The author feels that these reservations stem from the 
problem of inflation, that the effects of inflation are not adequately 
reflected in financial reports, and that the reports thus do not present 
a true picture of a company’s financial worth. 


The author discusses inflation, its causes and effects, in terms of the 
whole economy and in terms of accounting practice. Questions of 
taxation and of the LIFO method of accounting are presented as well 
as the possible effects on a business of current accounting practice, 
which fails to show the effects of inflation. The author feels there is 
a great need for accounting organizations to seriously study the prob- 
lem of “generally accepted accounting principles” to determine 
whether they should be generally accepted—and whether there really 
are sound accounting principles. 
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RETURN ON CAPITAL AS A GUIDE TO MANAGERIAL DECISIONS 


National Association of Accountants 


(505 Park Avenue, New York 22, New York 


Rate of return on capital, long used as a measure of investment per- 
formance, is being used increasingly in appraising profit performance. 
In earlier years, only a few companies used rate of return as a manage- 
ment tool. As they realized and reported on its value, more and more 
companies became interested. 


This report, prepared by the Research Committee of the National 
Association of Accountants, is based on interviews with forty-four 
companies and is divided into two parts corresponding to the two 
basic uses of rate of return on capital: “periodic return on capital with 
primary emphasis upon measuring profit performance under the profit 
responsibilities established by a company’s organization plan,” and 
“applications of return on capital for measuring and comparing the 
economic worth of projects involving the use of capital.” 


During preparation of the report the material collected was organized 
to match the various concepts and methods with the purposes to which 
they are relevant. Such organization may enable readers to use parts 
of the report as aids in designing their own methods. The second part 
of the report deals with methods for determining and using rate of 
return on capital as a guide to managerial decisions. 


WHAT EXECUTIVE MANAGEMENT EXPECTS FROM THE INTERNAL 


AUDITOR 
Earl R. Uhlig, The Martin Company 


Published in The Federal Accountant, December 1959 
(1523 L Street, NW, Washington 5, D. C.) 


To be of greatest service to management the internal auditor must 
know what management expects of him, and must also show manage- 
ment how his services can be most effectively utilized. The internal 
auditor must have imagination, salesmanship and the ability to 
appraise objectively. He must be able to think like management, but 
must also remember that he has no direct authority over the people 
he is auditing. Management expects him to be proficient in his techni- 
cal skills and to be able to demonstrate means to increasing operating 
efficiency and most effectively utilizing personnel. 


The author illustrates the use of internal auditing as a management 
control through discussions of the auditor’s appraisal of sales budgets, 
design schedules, manufacturing controls, purchasing department, 
and warehousing controls. Management also expects. internal auditing 
to serve as an integral part of the management development program. 
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Subject: THE CHANGING ROLE OF THE CONTROLLER 
By: 


Douglas L. Hamilton, Home Electronic 


Published in The Journal of Accountancy, January 1960 
(270 Madison Avenue, New York 16, N. Y.) 


Originally the job of the controller was simply that of a recorder of 
the financial transactions of a business. Now the controller is a parti- 
cipating member of top management. This article presents a discus- 
sion of the evolution of business practice and consequent changes in 
the role of the controller and in the requirements for this position. 


“Actually, if the controller does a complete job and takes the time to 
learn enough about the activities of the business, he should know 
more about what is going on than any other single executive, with 
the possible exception of the general manager or president.” In dis- 
cussing areas of responsibility of the controller the author describes 
changes in the work and responsibilities of the cost accountant and 
factory vs. distribution accounting. He concludes with a discussion 
of controllership today—the responsibilities involved, the controller 
as “profit engineer,” personality traits and skills and abilities required 
for the job, and a suggested plan of education for industrial con- 
trollership. 


Subject: AN APPLICATION OF STATISTICAL TECHNIQUES IN INTERNAL 


AUDITING 
John B. Craig, Eli Lilly and Company 


Published in The Journal of Accountancy, November 1959 
(270 Madison Avenue, New York 16, N. Y.) 


Statistics in the sense used in this article “refers to a group of 
methods by which useful conclusions can be drawn from numerical 
data.” These statistical methods provide a useful tool to aid the audi- 
tor in his work and do not change generally accepted auditing stand- 
ards. The author suggests that existing techniques can be of great use 
to the auditor in planning his audits and in evaluating his findings. 


This article presents a detailed study of how the author’s company 
used statistical techniques in performing a payroll audit. Subjects 
discussed and illustrated are: describing the “population,” determin- 
ing the size of the sample, drawing the sample and designing a work 
sheet. After this presentation the evaluation of results is discussed 
“The usefulness and application of the results are auditing, not sta- 
tistical, problems.” The auditor must use his experience and judg- 
ment in deciding what the results indicate. 
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THE APPRAISAL OF CAPITAL EXPENDITURES 
C. G. Edge, Canadian Chemical and Cellulose Company 


This brochure is the first of a series on specific management tech- 
niques to be presented by the Society of Industrial and Cost Ac- 
countants of Canada. Topics discussed are the accountant and the 
appraisal of capital expenditures, the rationale of the appraisal of 
capital expenditures, the appropriation request, and the practical ap- 
plication of methods of appraising capital expenditures. The appendix 
consists of interest tables for derivation of formulae, present worth 
factors, sinking fund factors, and capital recovery factors. At the 
end of each section is a list of books and articles which will be helpful 
for further reading on the topics discussed. 


The Society of Industrial 
and Cost Accountants of 
Canada 

31 Walnut Street, S. 
Hamilton, Ont., Canada 
76 pages. Price $3.00 


Subject: DATA PROCESSING, 1959 PROCEEDINGS 


National Machine Accountants Association 


Data processing has developed from basically statistical equipment 
whose scope and usage were limited to present-day electronic com- 
puters which have enabled data processing to encompass all phases 
of business record keeping and analysis. Through this development 
data processing has grown from an accounting and statistical tool to 
a management tool. 


The present and possible effects of the changes in data processing in 
many phases are discussed in the 47 articles from the 1959 conference 
which are printed in this book. Topics range widely over the entire 
field, covering, among others, why and what to automate, use of ma- 
chines for particular processes, use in city government, in insurance, 
in a metropolitan police department, need for effective communica- 
tions, and on the job training. 

NMAA 

Mt. Prospect, Ill. 

394 pages. Price $10.00 


WORTH NOTING 


OrDINARY AND NECESSARY EXPENSES 


William K. Carson and Herbert Weiner. Tax Practitioners Library. Ronald 
Press, 15 East 26th Street, N. Y. 250 pages. Price $10.00, $8.50 on subscription 





EMPLOYMENT SECTION 
This employment section is offered as a service to members and- 
others who may be seeking employees or who may be interested 
in new employment. All replies should be addressed to the 
advertiser—if name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 
reference to the Box “E” number. Space rate upon request. 





POSITION WANTED 

Assistant Chief Auditor of large multi-plant corporation 
employing 23,000 desires challenging position with in- 
creased responsibilities as Chief Auditor or Assistant 
Controller. Fifteen years’ diversified background in- 
cludes heavy experience in high level management sur- 
veys, acquisitions, reorganizations, profit planning, 
audit, systems and all phases of corporate accounting 
and finance, Age 38, married, CPA, BS degree. Box 
E-195. 





WANTED—EXPERIENCED ACCOUNTANT 
Age 25-40. Excellent working conditions, religious or- 
ganization; salary commensurate with ability. Must be 
willing to relocate. Box E-196. 


ay Ma ei. fia Caer 
ei 7 tee P. p ; : S.. Pe Ae 
ee ee ee eee 





CAREER OPPORTUNITY 

A major international oil company requests experienced 
auditors for its domestic staff with possibilities for fu- 
ture foreign assignments if interested. The position 
offers excellent starting salary and opportunities for 
advancement to senior executive positions in the United 
States and abroad. Single or married candidates with- 
out children desirable, College degree, preferably in 
accounting, with multi-plant audit experience and ability 
to conduct complete audits without supervision. Position 
requires relocation and extensive travel, but within the 
confines of a defined area. Please submit resume out- 
lining education, experience and personal background. 
It will receive immediate and careful attention and be 
held in strict confidence. Box E-197. 
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Collections of Conference Papers 
WIDENING OUR HORIZONS 





Eighteenth Annual Conference—5 papers Price $1.50 
OPERATIONS AUDITING 

Seventeenth Annual Conferonce—5 papers Price $1.50 
EARNING OUR OPPORTUNITIES 

Sixteenth Annual Conference—6 papers Price $1.50 
PROMOTING PROFESSIONAL PROGRESS 

Fifteenth Annuol Conference—8 papers Price $1.50 
INTERNAL AUDITING FOR PROFIT 

Fourteenth Annual Conference—7 papers Price $1.50 

Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $3.00 


A cireviar describing Institute publicotions will be sent upon request. Orders should be 
sent to: THE INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 





Other Publications on Internal Auditing 
(Write to publisher for further information) 


INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI ond JOHN B. THURSTON 
Prentice-Hall—Englewood Cliffs, N. J. 


INDUSTRIAL INTERNAL AUDITING 
by W. A. WALKER and W. R. DAVIES 


McGrew-Hill Company—330 W. 42nd Street, New York 18, N. Y. 


BASIC INTERNAL AUDITING 
by JOHN B. THURSTON 
International Textbook C 





npany—Scranton, Pa. 
INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Waliston—39 Atlantic Street, Stamford, Conn. 


INTERNAL AUDITING 
by VICTOR Z. BRINK and JAMES A. CASHIN 
Ronald Press—-15 E 26th Street, New York 10, N. Y. 


INTERNAL AUDITING 
by W. W. BIGG ond J. O. DAVIES 
Essential Books inc—1600 Pollitt Drive, Falr Lawn, N. J. 


























Publications of THE INSTITUTE OF INTERNAL AUDITORS 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD 
Prentice-Hall—Englewood Cliffs, N. J. 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 


INTERNAL AUDITING, PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS 
Prentice-Hall—Englewood Cliffs, N. J. 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and outhor 





Research Reports 
INTERNAL AUDIT AND CONTROL OF FACILITIES 
INTERNAL AUDITING IN 1957 
INTERNAL AUDIT AND CONTROL OF A TRAFFIC DE}ARTMENT 
HOW THE SMALLER BUSINESS UTILIZES INTERNAL AUDITING FUNCTIONS 
INTERNAL AUDIT AND CONTROL OF PAYROLL AND ACCOUNTS PAYABLE 
INTERNAL AUDITING AND ELECTRONIC DATA-PROCESSING MACHINES 
INTERNAL AUDIT AND CONTROL OF A PURCHASING DEPARTMENT 


ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTME?T 





Other Published Material 


INSTRUCTOR’S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING 


STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR 


THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for Students 
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